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EXAMINING THE ADMINISTRATION’S
PLAN FOR REDUCING THE TAX GAP:
WHAT ARE THE GOALS,
BENCHMARKS, AND TIMETABLES?

WEDNESDAY, APRIL 18, 2007

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:27 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Conrad, Lincoln, Wyden, Schumer, Stabenow,
Salazar, Grassley, Thomas, Bunning, and Crapo.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.

Forty-five years ago, President Kennedy challenged the Nation.
He said, “I believe that this Nation should commit itself to achiev-
ing the goal, before this decade is out, of landing a man on the
moon and returning him safely to the earth.”

President Kennedy acknowledged the difficulty of the task, but
he also saw the risks of failing to act. He said, “While we cannot
guarantee that we will one day be first, we can guarantee that any
failure to make this effort will make us last.”

Today we discuss goals for improving compliance with the tax
law. Improving tax compliance might also be a difficult task, but
it is not rocket science. In 2005, the rate of voluntary tax compli-
ance was 85 percent. In 2006, it dropped to 83.7 percent. That is
a drop of more than a full percentage point in 1 year. Each percent-
age point drop in the rate amounts to a $25-billion increase in the
annual tax gap.

Since 2001, the government has failed to collect more than
$2 trillion in legally owed taxes. The American people have a right
to expect that their government will have a goal and that a credible
plan to reduce this tax gap exists. It is the Treasury’s job to fix it,
yet the administration does not appear to take this job seriously.

In February of 2006, I asked Secretary Snow for a tax gap plan
within 30 days. When he left office 5 months later, we still had not
received one. He left behind a few proposals that would raise
$3.5 billion over 10 years, barely a dent in the tax gap, that would
lose $3.5 trillion—trillion—over 10 years.
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On June 13, 2006, I asked IRS Commissioner Everson for a “rea-
sonable, but aggressive” plan to reduce the tax gap. He agreed to
provide a plan, but he has not delivered one.

On June 27, 2006, I asked Mr. Paulson for a plan. He did not
commit to provide one. On July 13, 2006, I asked Mr. Solomon for
a plan. He, too, did not commit to provide a plan. Only after I held
up Mr. Solomon’s nomination did Treasury agree to come up with
something. Good faith. That was the agreement.

What we received, however, was an outline for a strategy. That
outline was utterly inadequate. It merely rehashed ideas that were
already floating around Washington. It contained no specific goals.

The Treasury promised to provide a more detailed outline fol-
lowing the release of the administration’s fiscal year 2008 budget
plan. In February, however, the administration’s budget included
16 tax-compliant proposals that would raise just $29 billion over 10
years.

The Finance Committee staff is working closely with Treasury of-
ficials to develop these proposals. But a few worthy ideas do not
rise to the level of a plan, and a penny on every dollar of the tax
gap is simply not enough. That is what those 16 amounted to, one
penny on the dollar of the tax gap.

The budget says that the Treasury and the IRS “continue to con-
sider additional approaches to reducing the tax gap.” But for 2%
months, this committee has been waiting to hear what they are.

Some complain that improving the tax compliance will burden
taxpayers and decrease their rights. But what about the rights of
honest, hardworking taxpayers who do pay taxes that they owe?
What about the additional tax burden on honest taxpayers when
the dishonest are allowed to skate by?

I know there is no magic solution to the tax gap, but that does
not mean that there is no solution to the tax gap. Increasing our
Nation’s rate of voluntary tax compliance is going to take some in-
genuity. It will take some elbow grease. It is going to require a
multi-faceted approach and require addressing services, enforce-
ment, and technology. But the administration still needs a plan. It
needs a concrete plan, a plan with goals, with benchmarks, with
time tables.

Secretary Paulson was a successful investment banker. Any
banker would ask for a comprehensive business plan before approv-
ing a loan. Every time the Secretary of Treasury travels overseas,
the Department has a destination, an itinerary, and a precise time
table. It has a plan, a very detailed plan.

That is why it astounds me that the Treasury does not have a
comprehensive, credible plan for the tax gap. I will not wait any
longer. I am going to set the goal for you today. I am setting the
goal of 90 percent voluntary compliance by the year 2017. Ninety
percent over the next 10 years. That is 6 percentage points higher
than today’s rate.

I think this is realistic. It is achievable within 10 years, and
when it is reached, collections of taxes legally owed will increase
by at least $150 billion annually. It is up to the Treasury Depart-
ment to develop and present to this committee a plan that will
achieve this 90-percent compliance goal. I would invite you back,
Mr. Secretary, to appear before this committee in 90 days, July 18,
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2007, to deliver a more credible plan, complete with benchmarks
and time tables.

The dropping voluntary compliance rate threatens the integrity
of our tax system. It undermines fairness, it weakens confidence in
government, and it breeds disrespect for the law.

This Nation should commit itself to achieving the goal before a
decade is out of having at least 9 out of 10 taxpayers comply with
the tax law. While we cannot guarantee that we will achieve this
%oal, we can guarantee the consequences of failure to make the ef-

ort.

Let us challenge more taxpayers to comply with the law. Let us
challenge the Treasury Department to find ways to make it so. Let
us, together, work to restore the integrity of our tax system.

I see Senator Grassley is not here, so I will begin with you, Mr.
Secretary. Why don’t you begin with your opening statement?

Secretary PAULSON. Thank you, Mr. Chairman.

The CHAIRMAN. But when he returns, at the appropriate time I
will ask Senator Grassley if he wishes to make a statement. I
apologize for the late delay in this hearing; we had two votes. I do
not think there are any more votes to interfere with the hearing
the rest of the day.

STATEMENT OF HON. HENRY M. PAULSON, JR., SECRETARY,
DEPARTMENT OF THE TREASURY, WASHINGTON, DC; AC-
COMPANIED BY HON. ERIC SOLOMON, ASSISTANT SEC-
RETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC AND HON. MARK W. EVERSON, COMMIS-
SIONER, INTERNAL REVENUE SERVICE, WASHINGTON, DC

Secretary PAULSON. I will begin with an opening statement, and
then hopefully we will have a chance to talk about some of the
points you made, including the man on the moon and the business
trip analogy, because I would like a chance to talk about them.

Chairman Baucus, members of the committee, thank you for con-
sidering this important topic and for inviting me to speak about it.
It is very appropriate that we have this conversation the day after
tax day.

Over the last few months, millions of Americans have collected
their W-2s, their 1090s, their home mortgage interest statements,
and countless other pieces of paper to fill out their tax returns.
This is an annual ritual for Americans, completed without great
enthusiasm, but with remarkable honesty and effort.

The vast majority of Americans pay their taxes, without addi-
tional prodding by the IRS, out of a sense of fairness and civic
duty. They understand the importance of paying what they owe,
and they know that when they fail to pay their taxes, when other
people fail to pay their taxes, it serves as a de facto increase on
everyone else.

While the current compliance rate is high, it can, and should, be
improved. Our objective must be to increase tax compliance without
over-burdening the tens of millions of taxpayers who already pay
their taxes honestly and on time.

The amount of taxes that are owed but not paid is commonly re-
ferred to as the tax gap. An important part of addressing the tax
gap is to understand not only the types of taxpayers—individuals,
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small businesses, corporations—that do not comply, but also why
these taxpayers fail to comply. Answering these questions will help
?s improve taxpayer service and better target our enforcement ef-
orts.

In September of last year, we released a comprehensive 7-point
strategy to address the tax gap. The budget we put forward for
2008 is critical to implementing that strategy. It requests new
funding for taxpayer services, research, improved technology, and
targeted enforcement. We ask for your help in working with the
Appropriations Committee to make sure the IRS has the resources
it needs to improve compliance, while maintaining its commitment
to taxpayer service.

The budget also includes 16 legislative proposals that, if enacted,
will help to narrow the tax gap without imposing excessive burdens
on compliant taxpayers. Since I appeared before this committee,
my staff has been meeting with your staff on a regular basis to re-
view the 16 legislative proposals.

Treasury’s Assistant Secretary for Tax Policy Eric Solomon and
IRS Commissioner Mark Everson are here with me today to pro-
vide more detail about these proposals and the IRS’s budget re-
quest.

Our legislative proposals attempt to balance the burden they im-
pose on taxpayers against the impact they will have on improving
compliance. Even so, some of the proposals have generated concern
from those who could be affected by them.

We must consider the impact of any new rules on the vast major-
ity of Americans who already pay what they owe and better target
our enforcement efforts to minimize additional burdens.

Since I last testified before you, Treasury has explored ways to
improve compliance. We held a public discussion a few weeks ago
and heard from a broad cross section of stakeholders, including a
former IRS Commissioner, tax preparers, and business representa-
tives.

Several insights emerged: first, we need to know more about spe-
cific sources and causes of the tax gap so we can focus our efforts
more precisely; second, great care must be given to ensure that
those efforts do not impose unreasonable burdens on already com-
pliant taxpayers; third, simplification of the tax code, as well as
taxpayer education and services, would help improve compliance;
fourth, we need to manage expectations, recognizing that every po-
tential solution carries consequences.

I know you spent a great deal of time exploring this issue, and
since I came to Washington I have taken a hard look as well. The
most recent data we have on the tax gap comes from 2001. It indi-
cates that the vast majority of the tax gap was attributable to
under-reporting of income.

Most of the under-reporting is attributable to individuals with
business income and corresponding self-employment tax liabilities.
This includes small businesses, farms, and ranches. It is unclear
whether this under-reporting is a result of deliberate deception or
(s:iimple misunderstanding of what needs to be reported and how to

o it.

To substantially improve compliance in this regard, Congress

would have to mandate additional requirements that would affect
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not only those who do not report all other income, but also those
who already do. I have come to the conclusion that there is a big
part of the tax gap we simply will not be able to reach without add-
ing draconian and painful requirements on all taxpayers. I do not
believe any of us really want to do that.

We must remember that the tax gap is simply not a pot of gold
that we can dip into every time we want to pay for a new or ex-
panded program, nor should it be viewed as an easy solution to ex-
isting challenges, such as the Alternative Minimum Tax.

As you know, narrowing the tax gap is about improving compli-
ance. It is not about changing the baseline to raise more revenue.
The budget resolution passed by the Senate assumes revenue col-
lections are raised by hundreds of billions of dollars.

Some believe this level can be achieved largely through measures
to reduce the tax gap. I believe it is unrealistic to assume that re-
ducing the tax gap will yield that level of additional revenue.

In developing our 16 proposals, we focused on changes that
would narrow the tax gap with minimal additional burdens. Some
have suggested that far more expansive proposals should be put
forward. Many of these proposals would require steps that I would
not recommend because they are bad tax policy and would be un-
necessarily painful, expensive, and time-consuming for taxpayers.
For example, requiring individuals to file 1099s reporting their
transactions with service providers such as their doctor, auto me-
chanic, dry cleaner; eliminating cash transactions in favor of elec-
tronic transactions with card issuers and banks providing state-
ments to the IRS so that payments can be matched with the
business’s reported income; or doubling or tripling the number of
IRS agents and audits.

In theory, each of these measures could bring in some additional
revenue, but the cost of compliance for individuals and businesses,
most of whom already pay what they owe, would far outweigh the
gains. In many cases, such measures would also raise privacy con-
cerns due to the government’s heavier focus on the daily trans-
actions in each of our lives.

I hope we can all agree that such extreme measures are not the
approach we should take. Instead, as a strong first step toward
narrowing the tax gap, I hope you will work with us to approve the
additional IRS funding and enact the legislative proposals the
President has requested.

I am pleased that Congress has recently taken up a number of
these proposals by capitalizing on the direct and indirect effects of
IRS enforcement, and, by making focused legislative changes, I am
confident we can make measurable progress toward reducing the
tax gap without adversely affecting compliant taxpayers.

We should also look for ways to reduce the complexity of the U.S.
tax code. Making the tax code simpler and fairer for the average
American could help to improve compliance by reducing the num-
ber of honest mistakes, removing incentives for cheating, and pro-
viding fewer places for tax cheats to hide.

It is critical that we manage expectations and view efforts to re-
duce the tax gap over the long term, with a clear understanding
of both the costs and the benefits of taking any action. Making sig-
nificant progress will require a sustained, focused effort by the ad-
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ministration, Congress, and the American people. Honest American
taxpayers are allies in this effort, and we must always put their
interests first.

Thank you very much.

The CHAIRMAN. Thank you, Mr. Secretary.

[The prepared statement of Secretary Paulson appears in the ap-
pendix. |

The CHAIRMAN. As I listened to you, basically I heard you say not
much could be done. You are basically accepting it. That is basi-
cally what I heard.

Secretary PAULSON. Well, let us address that a minute. I believe
that we can make, and are making, progress. I believe that if you
have an 85-percent compliance rate, that is a level that people all
over the world look at with great admiration. So to go beyond that,
we know it is a matter of balance, weighing the burden you are
putting on the compliant taxpayers. Now, what I would like to do,
if I could just take a minute and address

The CHAIRMAN. Very briefly, because I do not want to take up
the time on one question.

Secretary PAULSON. What I want to do is address your goal.

The CHAIRMAN. Sure. Sure.

Secretary PAULSON. Because this is a very, very important topic,
and we all agree we need to make progress. We all agree that no
one likes people who are free-riding on our system. We need to fig-
ure out how to deal with this.

Now, your question of the goal. I would love to get to 90 percent.
I would like to get there as much as you would. So, as I have
thought about the goal, there are two problems I have with it.
Now, I will use your man-on-the-moon analogy. When we got the
man on the moon, it was clear to everybody. The man was on the
moon, and it was very, very measurable.

The first question I have about this—which I think is not the
overriding question but I just really need to point it out—is that,
with your goal, in 10 years of 90-percent voluntary compliance,
what we would need to do to ascertain whether we reached the
goal would be to do a study in 2017, and we would get the results
several years later. And, it would only be an estimate. Because it
is very hard, no matter what kind of study you do, to figure out
or prove how much money was not paid in taxes. Most of the tax
gap, 80 percent of it, is from under-reporting.

But again, I do believe that is not a reason, in and of itself, not
to set a goal. I believe the part that troubles me the most is, if we
set a goal for 90 percent, then you are rightfully going to say—and
what we did at Goldman Sachs and what we do at Treasury when
we have business plans is—how are we going to get there? I am
sure, when we said, how are we going to get a man on the moon,
there was a series of steps that needed to be taken, and there were
clear steps to get there.

When I look at it, if I say 80 percent of this tax gap is about
under-reporting of income and the vast majority of that is indi-
vidual income, the steps that need to be taken are very, very oner-
ous steps if people were going to get there.

The CHAIRMAN. So basically you are agreeing that not much can
be done because the steps, in your judgment, are too onerous.
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Secretary PAULSON. No. I think we can talk a lot about what has
been done and what is being done. The administration put forward
a goal before I was here to get up to 85 percent. I think Commis-
sioner Everson is quite optimistic that if we pass the legislative
proposals, pass the funding request in the budget, and keep work-
ing on the things we are doing, we will make progress.

I want to make progress, but what I do not want to do is put
forward a plan that is an aspiration when we cannot measure the
success and I cannot tell you what we are going to do to get there.

The CHAIRMAN. Right. I hear you. I do not have a lot of time
here, but two points I want to make. One, I would just like your
very brief comment. I have before me a release by the Republican
party, the Senate Republican Policy Committee. It is talking about
the tax gap.

The executive summary says there is no pot of gold here. That
is because any attempts to reduce the tax gap on a large scale nec-
essarily must increase the burden on taxpayers and decrease tax-
payer rights.

The policy paper goes on to say—this is the main point—that the
practical impact of implementing it could be devastating to the in-
dividual taxpayer. That is the Republican Senate Campaign Com-
mittee.

What is your response to that?

Secretary PAULSON. On this, we have a very credible plan, and
we want to keep working on it to make progress on reducing the
tax gap. So I would like to talk about what we can do to reduce
the tax gap.

The CHAIRMAN. Here are five potential areas that I think are not
draconian. One, is improved service.

Secretary PAULSON. Yes.

The CHAIRMAN. That is, do not shut down face-to-face taxpayer
assistance centers for the elderly and poor.

Secretary PAULSON. We would agree with that.

The CHAIRMAN. That is one way. Second, more electronic filing.
Free, direct IRS portals so everyone can file.

Secretary PAULSON. I missed your second. What was your sec-
ond?

The CHAIRMAN. More electronic filing.

Secretary PAULSON. Yes.

The CHAIRMAN. A free, direct IRS portal so everyone can file for
free and get faster refunds, less errors, and so forth. More elec-
tronic filing.

Third, improve regulation of preparers. We all know the gross
disservice that a lot of preparers are performing and how many
mistakes preparers are making. The GAO did a study on that, and
it was just devastating, how badly the preparers are trained. That
is not a big burden on taxpayers. That is not draconian, I would
not think.

Better technology. You know, work smarter. Better filters. Catch
identity thieves, like Mr. Soukas the other day, who had false iden-
tification, for example. I was stunned at that hearing to learn, I
might say, and I do not mean to step on the toes of Mark Everson,
basically saying not much could be done about that.



8

Here is this guy who defrauded honest taxpayers with refund
loans of $43,000. The answer I got was, nothing can be done about
that, which I find just totally stunning, outrageous, and unaccept-
able. We have to find ways to find those persons who file false
identifications.

Another is, use the tools you have. What about tax shelters? So
far there have been no disclosure penalties for 22 years after
stronger penalties were enacted in the JOBS bill. There are a lot
of things that can be done, and I am just surprised and dis-
appointed that I am not hearing suggestions from you, Mr. Sec-
retary. You can tell us what needs to be done to reach that 90 per-
cent.

You can put a caveat next to it, when we meet 3 months from
now, as to whether you would recommend them or do not rec-
ommend them, but your best judgment of what it takes to reach
90 percent compliance over 10 years.

Secretary PAULSON. I would say this, Mr. Chairman. First of all,
I think every statement you made, I agree with. We are working
on better service and more electronic filing, and the Commissioner
will tell you everything he is doing with regard to the individual
and corporate side concerning tax shelters and better technology.

So this is something we are working on very, very hard. We have
seven principles, and the ones you named are included in those. So,
these are the things we are working on. All I am saying to you is
that I do not see a clear path, pursuing all of these, where I would
be able to say we are going to get to 90 percent. Again, as I said,
the elephant in the room right here is under-reporting and what
it takes to get at non-reported income.

The CHAIRMAN. Well, my time has expired. I appreciate that. We
will have further opportunity to talk about this.

Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman. Thank you, first of
all, for holding this hearing. Thank you for being aggressive on this
effort, because I think this is one of the significant challenges fac-
ing us from a fiscal standpoint, and in terms of equity to all tax-
payers.

They are now telling us the tax gap, the difference between what
is owed and what is paid, back in 2001, was $345 billion for that
1 year alone. The difference between what is owed and what is
paid, $345 billion for back in 2001.

I have studied the numbers from what has been done in terms
of assessing taxpayers for money not paid over, and it looks to me
like we have gone through a very deep valley where compliance
was dramatically reduced. It has been recovering now under the
leadership of Mr. Everson. But we went through a very deep valley
there. I believe this number—I have spent some time studying this
number—is a conservative number.

Let us go to the next slide, if we could. What this means, accord-
ing to the National Taxpayer Advocate—this is a person who is
given responsibility to stand up for all the honest taxpayers.

She said this in a report this year: “Compliant taxpayers pay a
great deal of money each year to subsidize non-compliance by oth-
ers. Each household was effectively assessed an average surtax of
about $2,680 to subsidize non-compliance in 2001. That is not a
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burden we should expect our Nation’s taxpayers to bear lightly.” So
if it was $2,680 for all of us who are honest taxpayers to subsidize
those who are not, that really is utterly unacceptable.

Let us go to the next. I must say, Mr. Secretary, I am an admirer
of yours. You know that. I have said so publicly, I have said it to
you privately. On this issue, I do not think you are meeting the
test. I do not think, in your previous position—you had a sterling
reputation—that if you saw a hole in the budget of this signifi-
cance, that you would accept a lack of a plan. And what I hear you
saying today is, we are supposed to accept a lack of a plan.

Secretary PAULSON. We have a plan.

Senator CONRAD. Please. Not a serious plan. Look, we have a
hole here of $2 trillion, I believe, over the next 5 years. Two tril-
lion. And this administration is telling us, about the best they can
do is $20 billion a year. Now, come on. You can do better than that.

Now, we have not discussed tax havens. That is a whole other
element, but one that also deserves attention. I have shown this
building on the floor of the Senate. This is a building in the Cay-
man Islands. It is a 5-story building that claims to be the home to
12,700 companies. They all say they are doing business out of this
building. Now, they are not doing business out of this building.
They are engaged in an enormous tax dodge.

Let us go to the next. We have another committee of Congress,
the Senate Homeland Security and Governmental Affairs Com-
mittee on Investigations, and here is what they have told us: “Ex-
perts have estimated the total loss to the Treasury from offshore
tax evasion alone approaches $100 billion a year, including $40 to
$70 billion from individuals, another $30 billion from corporations
engaging in offshore tax evasion.”

Now, if anybody doubts that there is a massive movement on tax
evasion, I would just urge you to go to the website. Go punch in
“tax haven” and see what you find. Here is what we found. Put in
“offshore tax planning.” We got 1,260,000 hits. One million, two
hundred and sixty thousand.

Read what they are saying. It is appalling, what they are saying.
Go on the Web. Here is my favorite: “Live tax-free and worldwide
on a luxury yacht. Moving offshore and living tax-free just got easi-
er.”

Now, Mr. Secretary, I could go on and on with this stuff. This
is the Subcommittee on Investigations of Homeland Security that
says we are losing $100 billion a year to this.

We are losing, over the next 5 years, I believe, $400 billion a year
to the tax gap. That is a combined effect of $500 billion a year, and
all T hear from this administration is, the best they can do is to
Eeg)over maybe $20 billion of that. Is that really the best you can

0?

Secretary PAULSON. Senator, let me say that I believe the 16 leg-
islative proposals we have put forward are the most comprehensive
set of proposals that have been put forward in 20 years. I really
do believe a first step of this plan, a very, very important first step,
is enacting those proposals, enacting our budget request, and we
are working very hard.

Senator CONRAD. Mr. Secretary, I am out of time. Let me just
say this to you sir, and I say this with absolute sincerity.
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Secretary PAULSON. Right.

Senator CONRAD. I calculate, between the tax gap and this tax
haven abuse, over the next 5 years, $2.5 trillion of lost revenue to
the U.S. Treasury. In the testimony before the Budget Committee
by this administration, the best they could say was that they would
capture maybe $20 billion of that, and not until the end of the
year. We are talking about capturing 2 or 3 percent. Is that really
the best you can do?

Secretary PAULSON. Well, first of all, in terms of those numbers
and in terms of estimates, there is no doubt there is a lot of abuse,
and there is a big focus on that. There is also a fair amount, in
this global world, of very legitimate activity offshore.

Senator CONRAD. But I am not talking about legitimate activity.
I am talking about illegitimate activity.

The CHAIRMAN. Senator, you are going to have to

Secretary PAULSON. And I would say a lot of what you were talk-
ing about there was, again, individual unreported income. That is
what we are talking about.

But Mark, would you comment a little bit about what you are
doing in this area?

The CHAIRMAN. Very briefly, Mark. The time is way over. Maybe
a few seconds.

Commissioner EVERSON. Senator Conrad, as you know

The CHAIRMAN. About 15, 30 seconds. No more, please.

Commissioner EVERSON. Particularly when you get into the off-
shore area, that is the hardest area for us, one, because those are
seeking to obscure information that is more readily available, and
also because, as the Secretary is indicating, there are many legiti-
mate business activities that take place and this gets beyond what
is in the tax gap to what may not be really policy that the Congress
intended, but is legal in some instances.

The CHAIRMAN. Thank you, Senator.

Senator Thomas?

Senator THOMAS. Thank you. This is enthusiastic conversation
here today.

How many of the 16 proposals that you had were included in the
budget resolution?

Secretary PAULSON. How many of them? We put forward all of
them.

Senator THOMAS. But are they in the budget resolution?

Secretary PAULSON. No.

Senator THOMAS. Well, then where are we on them?

Secretary PAULSON. We need to get them done.

Senator THOMAS. I know. But that is why we are here. They are
not getting done that way then, is that it?

Secretary PAULSON. Yes.

The CHAIRMAN. I might say, nine are in the supplemental. Nine.
We are working on seven. There is no problem with working
through the other seven. We are working on it.

Secretary PAULSON. Senator, I have spent a lot of time with peo-
ple at Treasury, people at IRS, the man on my right, the man on
my left, asking how do we go after this and thinking it through.

I will tell you, the 16 proposals we put up there we thought were
the best. There are issues with a number of them. It is a matter
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of balancing. Overall, we thought these were the right steps to
take, and we think they are aggressive. I think the fact that they
are difficult to get passed quickly and that there is a fair amount
of comment on them just shows you how challenging this is.

Senator THOMAS. Yes.

One of the kind of puzzling things, just looking at this from the
standpoint of not being an expert in it, you seem to be able to know
what the gap is but you do not know what to do about it. How do
you determine what the gap is? If you know what is not there, why
can’t you go after it?

Secretary PAULSON. First of all, that is a very good question. The
gap, which I tried to get to earlier, is an estimate that in some
cases is bordering on an educated guess, because we did the study
in 2001 and we got the results 4 years later.

Now, Senator, think about this a minute. If 80 percent of it is
as a result of unreported income, if you have individuals, small
businesses, and others not reporting cash income or not reporting
income in other ways, it is hard when you send an IRS agent in
to audit them to know whether you have found all the unreported
income.

So this is, at best, an educated guess. It is a number of years out
of date. But we are learning about this. Just because it is difficult
does not mean we should not be working on it. We are working
very, very hard on it.

I was just trying to make the point that there is some level,
when you have a tax system like ours, that is less than 100-percent
compliance, which is as far as you can reasonably go without over-
burdening everyone else.

When I first came here, I was given some memos to read on the
tax gap, and people said, well, the solution to the tax gap is to sim-
plify the tax system. I think that will be useful in dealing with
honest taxpayers who want to do the right things. But it will not
be helpful with compliance issues.

Frankly, the more I looked at it, the more I said, if you really
were going to seriously make a very big dent in closing that tax
gap, you would have to go in the opposite way. You would have to
impose more burdens. You would be going toward complexity,
which I think would be a big burden on all the honest taxpayers.

Senator THOMAS. Closing the tax gap is a kind of an interesting
term. But is it not true that the activities that Mr. Conrad referred
to there on the website are already illegal, right? We do not need
to pass any more laws. They are already illegal. We are just simply
not enforcing the law.

Secretary PAULSON. Well, I would say he was, I am sure, refer-
ring to the point that there are plenty of illegal activities. So there
it is a matter of compliance and being able to hunt them down,
having enough trained auditors and investigators. Mark can talk
about that. So, that is part of it.

But again, when you get to the corporate side, that is the small-
est part of the issue. When you are looking at individuals, a lot of
these activities are illegal. It is illegal to not report income, but
plenty of people do not.

Senator THOMAS. All right. I guess that is the challenge. I have
used up my time. Thank you.
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The CHAIRMAN. Thank you very much, Senator.

Senator Grassley?

Senator GRASSLEY. Yes. Thank you.

Mr. Chairman, I am going to put my statement in the record. I
would love to hear myself say it, but I think we had better go on
to other things.

[The prepared statement of Senator Grassley appears in the ap-
pendix. |

Senator GRASSLEY. So I am going to go to the Secretary and ask
some questions, and it is going to be about enforcement. I think my
staff hopefully gave you an idea of what I was going to ask, be-
cause I am not playing a “gotcha” game with you.

First of all, for everybody to understand, enforcement activities
by the IRS are, of course, just one method of attacking the tax gap.
We cannot use enforcement proposals for the benefit of this com-
mittee as bringing in revenue, because CBO is not going to score
them. It is going to bring in more revenue, yes, and that is going
to help us with the budget deficit. That is a very important consid-
eration.

It seems to me that the largest portion of the tax gap is under-
reporting by small business. When it comes to small business, I
guess I am a little concerned about our being too intrusive, yet we
have to do everything we can to collect every dollar.

Last year we had Commissioner Everson testifying before the
Budget Committee that the tax gap could be reduced $50 to $100
billion without changing the way the government interacts with
taxpayers, and then earlier this year Commissioner Everson clari-
fied for the Budget Committee that the IRS is already picking up
the lower end of that range, and that it could get to the middle of
that range or another $20 to $30 billion in 5 years if Congress
would meet the President’s funding request for the IRS.

Mr. Secretary, five questions. The IRS’s $345 billion tax gap esti-
mate represents a voluntary compliance rate of about 84 percent.
That is pre-enforcement. After collecting $55 billion through late
payments and enforcement, the compliance rate would be about 86
percent. How do IRS enforcement practices affect that voluntary
compliance rate?

Secretary PAULSON. They obviously increase it. Obviously, it has
a significant impact.

Senator GRASSLEY. All right.

How would IRS have to change its enforcement practices to reach
a voluntary compliance rate of, let us say, 90 percent? There is
nothing magic about the 90 percent; 89, 90, 91. If it were 90 per-
cent, it would bring in about $130 billion.

Secretary PAULSON. I will make a general comment, and then I
will let the expert speak. But I believe that this is a very, very im-
portant balance, to have the IRS be vigilant and proactive and not
be abusive.

I can remember, back when I was in the private sector in the
late 1990s, reading press reports about hearings about abusive tac-
tics that were too aggressive by the IRS. I think the Commissioner
has been very aggressive without crossing the line.

I think part of the reason is that he has invested heavily in get-
ting new IRS agents, but recognizing that you can only assimilate
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{;her?, train them, control them, and bring them on at a measured
evel.

I commend this committee for helping to fund that build-up, be-
cause I think we have made, and I think he can make, the case
in terms of the improvements that have been put in place and the
progress we have made in this area. But again, it is a balance.

I think it would be a mistake for me to say, although it would
make us all feel good if I said, well, let us keep investing in the
IRS and we will get to 90 percent in 2017. Then maybe in 2020,
3 years later, someone could call me, wherever I am, and say, did
we get there? Although we have to keep working on it and we want
to invest very heavily in compliance and enforcement, I do not
think that will be the path that will get us to 90 percent.

I think we would have to do some very burdensome things. It is
a mirage to say that that 90 percent is out there without some
pain. I think that is something we should just work on together.

Senator GRASSLEY. How would the IRS need to change its en-
forcement practices to reach the post-enforcement compliance rate
of 90 percent, which would mean collecting about an additional $80
billion a year through enforcement? Specifically, how many more
revenue agents, how many more audits, how much more money
would Congress have to give the IRS? Then that will have to be
my last question.

Secretary PAULSON. I will let Mark answer specifically. He is the
expert.

Senator GRASSLEY. All right.

Secretary PAULSON. But I would just say to you, as someone who
has spent a lot of time talking with him about this, if he thought
you could appropriate more money and that would solve it, he
would be asking for it. He is asking for what he needs. He is pick-
ing a number and saying, these are the number of IRS agents we
can hire, we can train, we can assimilate.

So, if you keep funding us the way we are, and he can keep hir-
ing and training people the way he is, he is going to get to that
85-percent goal that is laid out there and maybe do a little better.
But that is, I think, the simple answer.

The CHAIRMAN. I am sorry. We can come up later and follow up
in the second round, but I want to keep things moving here.

Senator Schumer, you are next.

Senator SCHUMER. Thank you, Mr. Chairman. I want to thank
the Chairman and Ranking Member for scheduling the hearing.
This, to me, is the second most important tax issue we face after
dealing with the Alternative Minimum Tax, the tax gap is.

But before I begin on the tax gap, I have one question, not re-
lated, but time is of the essence. This is to you, Mr. Secretary, or
to Mr. Everson. We have had big floods in New York State. They
occurred Sunday and Monday. Heavily populated areas had 7
inches of rain; the previous record was less than 2.

Now, I know the IRS gave a 2-day extension for those families
severely affected by the flooding to file their taxes. I would like to
ask, I have heard from some of the families. Can that be extended
for maybe an additional week?

Commissioner EVERSON. We will certainly take a look at it. That
sounds like a reasonable request to me, Senator. We did want to
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act promptly, because some people do wait till the end. I had not
heard that additional request, but we will certainly take it under
consideration and act one way or another today.

Senator SCHUMER. All right. If you could get me an answer this
afternoon, I would appreciate it.

Commissioner EVERSON. Yes. I can certainly do that.

Senator SCHUMER. It does not have to be too long, but they are
just getting settled.

Commissioner EVERSON. Yes. I understand entirely. I talked to
a friend about this whose basement had flooded. He had already
filed, though.

Senator SCHUMER. All right. Great. Well, your friends are the
early birds, but people who call me are not, shall we say. [Laugh-
ter.]

All right. Let us get to the tax gap. The net tax gap, as Senator
Baucus said, is estimated at about $300 billion a year. It is inex-
cusable that we have let tax avoidance and evasion reach this
point.

I found it almost immoral that, until the last couple of years, we
were auditing working families earning $25,000 a year at a higher
rate than families making more than $1 million a year. This idea,
before your term began, and yours, that somehow it was the EITC
where all the money was, I have to believe was ideologically, and
almost nastily, driven. But that is not my question.

I also, though, was surprised to read in the New York Times that
things are being cut back in certain areas, that IRS auditors are
being forced to close corporate examination cases prematurely, that
of corporations, only 1.2 percent faced real audits in 2006, and that
was stunning to me.

We need to do more audits on corporations and high-income
Americans, simply because, as Willie Sutton said, that is where the
money is. So, I have known both of you. I have great respect. I do
not mean this with disrespect. The Chairman sort of alluded to it.
I will say it in a little more New York way. The idea that we can-
not do better is a little bit insulting, with no disrespect intended
to either of you. To close the tax gap only by 1 percent without
your “draconian and painful requirements on all taxpayers” defies
belief.

Are you telling us there is no middle ground between 1 percent
and 100 percent? Could we not close the gap by 10 percent, maybe
20 percent without the kind of draconian measures that you are
talking about? It is a huge amount of money.

Secretary PAULSON. Yes. I would say, of course there is. We have,
Senator, quite an aggressive program. In terms of compliance and
enforcement, we have a 7-point plan we have gone through. We
have the legislative proposals. We are making real progress. But
all I was saying is that I just do not want to mislead the American
people here with the idea that we could set out a goal and say 90
percent.

Senator SCHUMER. I do not want you to mislead or overstate. But
isn’t 1 percent minimal, low? You scratch your head and believe
that that should not be the goal of the IRS or of Treasury in tax
collection.



15

Secretary PAULSON. It is one thing to have a goal. I have a goal.
All of us have a goal. We have an aspirational goal to get to 90 per-
cent or higher. But I believe it is incumbent upon me to make sure
we have an aggressive plan, an aggressive plan that is balanced
and is based upon tangible steps we are taking.

Senator SCHUMER. Right.

Secretary PAULSON. And my point is, it would be, I think, irre-
sponsible of me, sitting in this seat. It would be quite easy for me
to put forward some plan and, years after I have left—hopefully I
will still be alive and can read about it in the newspaper some-
time—someone will comment on that plan.

Senator SCHUMER. I understand. But you do not think 1 percent
is too low?

Secretary PAULSON. What I have said is that I would like to fund
our budget, pass the 16 legislative proposals, and I know we will
get to 1 percent or better. We are hiring as many IRS agents as
we can reasonably hire and train. This man can tell you all the
things he is doing. So we are clearly going to push forward.

The other thing is that we are pleased to work on this jointly.
I appreciate what Chairman Baucus has said, but we have had
people up every week, talking with his staff. We are looking for
more steps to take, and we are pleased to work with you on it.

The CHAIRMAN. Thank you. I might just remind everybody here
that those proposals total about one cent on the dollar. They total
about one cent on the dollar. Some are already in the supple-
mental. We are working through the others, but the total is only
one cent on the dollar.

Secretary PAULSON. I understand. But even those——

The CHAIRMAN. Senator Bunning?

Senator BUNNING. Thank you.

Mr. Secretary, I have before me—I believe these are your charts.

Commissioner EVERSON. Yes.

Senator BUNNING. Are they your charts?

Commissioner EVERSON. Yes, sir.

Senator BUNNING. All right.

Commissioner EVERSON. We have that chart here. This is the
point I wanted to make, just to respond.

Senator BUNNING. Well, I am going to make the point, if you do
not mind.

Commissioner EVERSON. All right.

Senator BUNNING. Thank you.

According to the chart that you have set forth, since 2001—and
I am sorry Senator Schumer is leaving—the EITC increases since
2001 are minimal, the audits. Those who make under $100,000 are
accelerated. For those making over $100,000, they are very acceler-
ated, to the point of almost 3 times the amount of audits that you
did in 2001. Is that correct?

Commissioner EVERSON. That is absolutely correct, sir. At that
point, 2001 was the Clinton-Bush transition year. EITC audits
were something like half of all of our audits each year. I took a con-
scious decision to flat-line them in 2005, after they had grown up
some more.

We have been clearly emphasizing the high income, because you
are right, Senator. That is also a sense of fairness that resonates
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in our system in that red line. That has gone up much more sharp-
ly. That is the area of emphasis.

Senator Bunning. All right.

Mr. Commissioner, it looks like, with that type of auditing, if we
are going where the money is, we are going to the right people. In
the next chart, the growth in corporate tax receipts since 2003 has
been kind of dramatic. Can you give me the numbers on that, the
actual numbers, or is this just a trend line?

Commissioner EVERSON. There are two lines here. There is the
actual increase in corporate tax receipts between 2003 and 2006.
The total receipts to the government increased by over $600 billion.
The big contributors to that were high-income individuals and cor-
porations.

These two lines show that that increase, and also as a percentage
of GDP—Senator, when I got in this job I was getting a lot of ques-
tions about why our corporate tax receipts were so down as a per-
centage of GDP. They have come up because income is up. Corpora-
tions have done well. But the tax has gone up, too. I would be very
concerned

Senator BUNNING. That is collection of taxes.

Commissioner EVERSON. Correct, sir. Correct.

Senator BUNNING. All right. That is what I wanted to make sure
of.

So the actual facts do not bear out what my good friend from
New York was trying to point out since 2001. Is that accurate?

Commissioner EVERSON. I never contradict a Senator.

Senator BUNNING. Well, your charts are contradicting him. Are
your charts accurate?

Commissioner EVERSON. I would say to you, Senator, that we
have emphasized, in my tenure, high-income individuals and cor-
porations, and I think those efforts have paid off.

Senator BUNNING. All right.

In the President’s fiscal budget request, the President outlined
16 different ways to close the tax gap that would raise about $30
billion in 10 years. That seems minute to the amount of uncollected
taxes.

We have been arguing back and forth here—at least the ques-
tions have been arguing—your ability as Secretary of Treasury to
do more in respect to collecting without draconian, as you call it,
means to do it. If there is a ball out there full of money, give me
how we can get more of it it without burdening.

Secretary PAULSON. Well, I would make this point. The 16 pro-
posals were legislative proposals, largely to deal with under-report-
ing. I think they are one part of a plan. One is ramping up enforce-
ment properly, as we have laid out.

Senator BUNNING. That is the money you have requested in your
budget. All right.

Secretary PAULSON. If you are going to do this in a responsible
way, it has to——

Senator BUNNING. There is a diminishing return here somewhere
along the way.

Secretary PAULSON. Well, it is not only a diminishing return, but
there are only so many agents you can hire and train in a given
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period of time if you are going to control this process. So that is
important.

But Chairman Baucus mentioned other things: more electronic
filing, more education, taxpayer service. We have to do a better job
of modernizing our technology at the IRS. There is a fair number
of more research. This is quite a comprehensive program, so this
is something we have to work on and work on over time, and we
can make progress.

Senator BUNNING. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Stabenow?

Senator STABENOW. Thank you, Mr. Chairman. Thank you very
much for this meeting. Thank you to all of you for coming.

I have had an opportunity, in a number of committee settings
and watching debate on the floor, to see Senator Conrad’s charts.
I have a simple question to start with. We know or were told that
this building has 12,748 companies in it. Has anybody checked out
that building? Do you believe, Mr. Secretary or Commissioner
Everson, that there really are 12,748 companies? It is a very effi-
cient building if there are that many companies in that building.

Secretary PAULSON. Let me turn it over to the man who has re-
sponsibility for that.

Senator STABENOW. We have seen this picture numerous times.
Has anybody checked it out?

Commissioner EVERSON. I think that one of the problems is,
when you are dealing with a tax haven country, depending on
whether there are exchange of information provisions and what is
public or not, getting behind some of the information is very dif-
ficult. This is not a situation of dealing with Great Britain or a
country like that.

Senator STABENOW. I appreciate that. But have you tried? This
b}lilding. Not just in general. Here is a building. We have a picture
of it.

Commissioner EVERSON. We would not try——

Senator STABENOW. We have an address.

Commissioner EVERSON. No, we would not try a building. What
we would do is, we would work based on what we would see for
an individual or a corporation that would lead us to make an in-
quiry or do an audit of that individual or that corporation.

Senator STABENOW. So on the face of it, just knowing there are
12,000-plus corporations that say they do business out of a building
that is 5 stories high, obviously common sense would dictate they
are not there. So that, on the face of it, would not be——

Commissioner EVERSON. I think it might be a factor, but you are
asking a question that I would want to ask our people about. But
typically the way it works, again, is you look at the returns of the
individual, what you know about the individual. Does it seem out
of line? Is there anything that leads you to it? That could be a fac-
tor. I am not saying it is not a factor, but we do not start, typically,
with something like that, is my understanding.

Senator STABENOW. So even though, right now, we know—I
mean, I really sincerely mean this as a question.

Commissioner EVERSON. Yes.
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Senator STABENOW. I do not understand.

Commissioner EVERSON. Yes.

Senator STABENOW. I would have thought, after the first time we
had this building shown, that somebody would have started check-
ing it out. So just on the face of it

Commissioner EVERSON. Well, I guess, then, the problem here is
you are dealing with—some of the nations just will not give you all
the details that you want to get. That is the nature of tax havens.

Senator STABENOW. So Cayman Islands are not cooperating,
then? Is that it?

Commissioner EVERSON. I would say to you that it is more dif-
ficult to get information from the Cayman Islands and certain
other tax haven nations than in other places, traditional partners,
treaty partners.

Senator STABENOW. I would very much appreciate, as a member
of this committee—and I am sure all the members would appre-
ciate—knowing specifically the difficulties in finding out informa-
tion about what appears to be, on its face, something that is not
accurate.

Commissioner EVERSON. Sure. Absolutely.

Senator STABENOW. And I guess the next question I would have
is, on the websites that Senator Conrad talked about, do any of
your investigators look at the website, in the age of the Internet,
and attempt to pursue anything through these broad advertise-
ments now about ways for folks to skip

Commissioner EVERSON. We do. We do, Senator. We have active
programs and we try to stay on top of this, particularly on the
phishing schemes. You may have seen, we put out a notice on Fri-
day or Saturday where we saw a new scheme that was trying to
rip off the Free File Alliance. An organization was posing as a Free
File member.

We got on that quite promptly. It actually goes back—it is inter-
esting—it goes back to the conversation we were having last week,
where a taxpayer called in to check what was going on. That is
what led us to unraveling this. So, we absolutely do do what you
are saying there.

Senator STABENOW. I would appreciate very much knowing—ear-
lier, Commissioner Everson, you mentioned that there are things
that Congress would need to do. There are some things that may
be causing something like this that are, in fact, legal.

Commissioner EVERSON. Yes.

Senator STABENOW. We talked about tax incentives, tax policies
that actually encourage businesses to go offshore, jobs to go off-
shore rather than being here in America. We need to know from
you what your recommendations are to stop things like this from
happening.

Commissioner EVERSON. Yes

Senator STABENOW. Not the broad question.

Commissioner EVERSON. Yes.

Senator STABENOW. I am not talking about the broad issue of
out-sourcing and so on. But these kinds of things that we are talk-
ing about that, on the face of it, I think, make us as the Federal
Government look pretty foolish.

Commissioner EVERSON. Yes. Thank you.
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Senator STABENOW. Thank you.

The CHAIRMAN. Senator Lincoln? Thank you, Senator Stabenow.
Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman.

I am so pleased that we are here today with this discussion, and
you brought us so enthusiastically into looking for the solutions to
this. You and Senator Grassley have really both put forth some
phenomenal effort to address this in the Finance Committee, and
I am very grateful to you.

I, along with most Americans, continue to be astounded, I think,
with the amount of taxes that are owed and not paid. We are not
talking about a small amount here, and I think it is overwhelming,
particularly to most of the constituency I serve, who try hard every
day to live by the rules and do what they are supposed to do.

So I think we are looking at the progress that we can make in
closing this gap. It should be significant. It should be more than
one cent on the dollar. Our hope is that we can all come to the
table and look for the solutions that will make that happen.

We know, here in the Finance Committee, that our hands are
tied to some degree. We cannot do it by ourselves. With 16 legisla-
tive proposals, that only gets us one cent on the dollar. We need
to work with you. We need your help and your dedication to solve
this issue and certainly hope that we can do that. We can put our
heads together and our ideas together to really make that happen.

And I would just say to the three of you all, the reason why we
want to make that happen. I have a constituent, an 80-year-old
constituent in northwest Arkansas, who has dedicated the rest of
his life to ensuring that a 4-story building that houses his senior
colleagues in that community stays open, because we are not seeing
the resources put into housing for seniors in this country.

I spoke with the Humanities Council yesterday—which has been
under-funded for the last 4 years—which provides tremendous re-
sources in very small amounts to some of the poorest children in
our country to experience field trips and exposures to things like
the Civil Rights Movement and other things that really make the
fabric of our country stronger.

I look at a group of 25 junior and senior high school students I
spoke with yesterday who were concerned about the number of
children in this country who are going hungry. Out of 2.6 million
people in Arkansas, approximately 500,000 people live in food inse-
curity. I mean, we need those revenues, and it is worth working
for, to make this a reality in terms of the things that we can do.

So we are looking for your help and we are looking for your pas-
sion in doing what is right in making our country whole and rein-
vigorating the fabric of this country.

Just two quick questions I have. Commissioner Everson, the de-
cline in corporate audits was touched a little bit by Senator Schu-
mer. There was an article also in the Washington Post—I do not
know if anybody else brought it up—that caught my attention last
week. It outlines policy changes that you made in 2003 and those
shifts in auditing.

Commissioner EVERSON. Yes.

Senator LINCOLN. We are seeing now, and I guess I would argue
as a direct result, decreased revenues from audits of our largest
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companies; money raised from audits of the biggest companies fell
15 percent—that was indicated.

But perhaps maybe the directives that agents are getting would
be a concern that I have, that the Washington Post article indicated
that they were walking away from unassessed taxes in the audits
because the policy does not allow them to pursue it.

In other words, when they start that audit, they are targeted to-
wards a specific problem. If they come across another issue, they
are basically instructed to go over the issue they found, to focus on
the issue in the audit that they started with. It just seems like a
big problem to me in terms of what we are leaving on the table.

Commissioner EVERSON. Sure.

Senator LINCOLN. Maybe you might comment on the article and
why we do not allow more flexibility in allowing agents to follow
that audit where it takes them, so to speak.

Commissioner EVERSON. Of course. Well, Senator, the first point
I would make is, I was distraught about the decreasing coverages
in the corporate. Maybe I will just show you this chart here, and
speak loudly.

These are the total corporate audits for over $10 million in as-
sets. They were going down just like individual audits went down.
You could see, we brought them back up from $7,000 to almost
$11,000. We had very low coverage, 5 or 6 percent, in the category
between $10 and $250 million. I was very concerned about that, be-
cause these companies are growing. The bigger companies were
doing 1 in 3, or 44 percent, each year, the ones that are bigger
here.

As we brought this back, the total dollars that we have assessed,
you can see dollars recommended, an increase from $13 billion and
it went up to $32 billion. It came back down a little bit last year.
We are not concerned about that. But it is way up.

What we have done is, we have pressed to get things done soon-
er. And I would be concerned about that if we did not see the num-
bers coming up. But what we have done is, we have gotten more
coverage and we have gotten more money being set up.

Senator LINCOLN. But would your numbers not be even better if
ﬁou g%ve them more flexibility to focus on everything they are au-

iting?

Commissioner EVERSON. Senator, my understanding is pretty
clear on this. If an agent feels there is more to do, they have to
take that upline to their supervisor and that will be dealt with. If
the supervisor agrees, then they will proceed. I do not think people
are being stopped.

But there is an issue here where sometimes it takes longer to do
some of these corporate audits, if you will, than it takes to get a
death penalty decision all the way through the system in America.
That is not a good thing.

Senator LINCOLN. But all the more reason they should have flexi-
bility as they go because, if it is going to take them that long, you
do not want to get to the end and have to go back.

Commissioner EVERSON. I agree with you. I think they have a
fair amount of flexibility. But I think what we are doing is working
here. We are doing more, but we are pressing to go faster.

The CHAIRMAN. All right. Thank you. Thank you, Senator.
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Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. Welcome to all of
you.

My question to start with is for you, Secretary Paulson. My view
is that real tax reform is a very good way to close the tax gap be-
cause, with real reform, you simplify the system and it makes it
tougher for people to cheat and to rip the system off.

We have had one witness after another come before the Senate
Finance Committee. In fact, Mr. Everson—I asked him this ques-
tion, and he said he agreed. Do you believe that real tax reform
that simplifies the tax code would be a good way to close the tax
gap?

Secretary PAULSON. Yes. First of all, I think it would be great to
have tax simplification and real tax reform that simplifies. So,
number one, I think that is good. I think, second, “close” is one
thing, but to make progress on the tax gap is another.

I think closing the tax gap is something that may be unrealistic,
but making progress on it is possible. I think the best kind of
progress will come from your suggestion. But I do believe that the
most progress will be made in dealing with those who are making
honest errors as a result of complexity. I do not think simplification
deals with the under-reporting of income and people who inten-
tionally do not report income or do not report cash income.

So I think, frankly, if we set our sights too high, the only way
you can get at a part of the problem is by putting a burden on all
the honest taxpayers that Senator Lincoln talked about who are al-
ready paying their taxes, and then to have them be more burdened
with more reporting.

So I think what you are suggesting is the most effective way of
dealing with this in a balanced, non-burdensome way. But I do be-
lieve, again, that to get at a big part of the problem, the only way
you could get it, would be through steps I would not want to rec-
ommend, which would be more onerous reporting.

Senator WYDEN. I am not suggesting that tax simplification will
close the entire tax gap. But we have had one witness after an-
other, including Mr. Everson, say that it would make a real dif-
ference.

Secretary PAULSON. Absolutely, Senator.

Senator WYDEN. I appreciate that.

Secretary PAULSON. Absolutely.

Senator WYDEN. So why is it that tax reform has been buried by
the administration? Now, I am very troubled about the fact that it
has now been something like 18 months since the President’s com-
mission came in with their reform proposal. I was one of the Demo-
crats who said I think there are some darned good things in it.

I think it is too bad that, at a time when the country thinks the
tax code is broken and we have had people just in the last few
weeks go through bureaucratic water torture trying to fill out
schedule this and form that, I still do not understand why the ad-
ministration is stalling on tax reform. It has been 18 months. Now,
you have not been there for 18 months, and we have had a number
of good conversations on it.

But when can we expect the administration to come forward with
a concrete proposal where we can go at this in a bipartisan way,
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the way the Congress did in 1986? We have had 15,000 changes
in the tax code. It comes to three for every working day.

Practitioners are telling me that the system is so broken and so
complicated, that it does give the green light to people to try to rip
it off, to take advantage, to exploit it. You all have an opportunity,
in a bipartisan way, with people like myself working with you, to
change this. When can we expect that the administration will come
forward with a tax reform proposal?

Secretary PAULSON. Senator Wyden, let me say, first of all, I ap-
preciate your enthusiasm for this area, as I said, and your creative
thought and the amount of effort and passion you put into that. I
would say, frankly, I think a lot of people find it inspiring.

But to get to your specific question, the judgment was made that
we have now had significant tax relief and that there are priorities,
very, very major priorities in terms of entitlement reform, that we
have deemed to be very pressing.

So with regard to simplification, we have emphasized this in
more incremental ways. Eric Solomon, who is sitting on my right,
can give you some of the things that we are doing incrementally.
But in answer to your question, there is not a major tax reform
proposal being put forward now, and I do not see that on the dock-
ets in the near future.

Senator WYDEN. My time is up. I would only ask, Mr. Secretary,
that you all reconsider it. I think that is a bad judgment. Certainly
all of the things that you have cited, the administration’s assertion
about the value of their tax program, that was true before the com-
mission was named.

What was the point of having this commission? That commission,
now, is basically being labeled a sham, that there really was not
any point in having it, and we are not going to do anything with
it because we think everything else is working.

I think the tax code is broken. I think simplifying it will make
a real dent, if not deal with the entire problem, with the tax gap.
I hope, Mr. Secretary, you will reconsider this. This is an area
where you can have bipartisanship, and I hope you will look at it
again.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Mr. Secretary, I think there is a little confusion over the pro-
priety of a U.S. business having, say, a shell subsidiary in a tax
haven, so my real question is, is there a legitimate purpose for a
U.S. business to have a shell subsidiary located in a tax haven
country like the Cayman Islands? Is there a legitimate purpose?

Secretary PAULSON. There may be no legitimate purpose in that
particular instance. I think the comment that was made by the
Commissioner and was made by me was that there is a lot of very
legitimate business in today’s global marketplace that is done off-
shore, so we need to distinguish. I think what the Commissioner
said is to distinguish between tax policy and law on the one hand,
and compliance on the other.

The CHAIRMAN. That is correct. But I am asking, still, whether
there is a legitimate business purpose. I think it was Senator
Stabenow who held up the photograph of that building in the Cay-
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man Islands. I am asking, again, is there a legitimate business
purpose for U.S. companies?

Secretary PAULSON. In terms of that particular thing, I'm not fa-
miliar with the legitimacy. I do not know the details.

The CHAIRMAN. What is the Treasury doing to attack non-
compliance involving offshore activities?

Secretary PAULSON. Mark, would you like to go through what you
are doing? It is really quite a comprehensive effort.

Commissioner EVERSON. I would say, Mr. Chairman, that this is
one of the most difficult areas. That is the first point I would make.
It is in part because, when you get into the more sophisticated
products and schemes that are developed by tax intermediaries, in-
vestment banks, law firms, accounting firms, they can start as
something that is totally legitimate and then morph into something
that pushes the lines ever outward. If you will recall the testimony
I gave last June, you get into troubling areas like the foreign tax
credit generators. You have issues on sales of intangibles. Transfer
pricing is always tough.

Now, what we do is, we are doing more on our corporate side.
But I would say the principal change we are making is the way we
are interacting with other countries. We have formed the Joint
International Tax Shelter Information Center—you may be familiar
with that—here in Washington, with partners from the U.K., Aus-
tralia, and Canada.

We are about to expand that to London, with other partners.
That is an area where we exchange information, again, within the
context of treaties, and then follow up on that. I chair a group at
the OECD, the Forum on Tax Administration, which is tax admin-
istrators from all over the world who met in Seoul last September
and commissioned a study which is being led by the United King-
dom on tax intermediaries, and it gets to this issue. I do not want
to promise any easy solutions here. This is the toughest area, I
think, the international.

The CHAIRMAN. Right. It is a very tough question.

Commissioner EVERSON. Very tough.

The CHAIRMAN. I urge you to keep this committee very informed
of your joint international efforts, because I am quite certain other
countries are facing some of the same problems.

Commissioner EVERSON. Sir, they have the same concerns. That
is why they endorsed what was a pretty tough statement, the Seoul
Declaration, last September that expressed concern about just
these issues.

The CHAIRMAN. I appreciate that.

Mr. SoLOMON. Mr. Chairman, could I just add?

The CHAIRMAN. Keep this committee informed. Frankly, there is
a lot of angst in the Congress about what is going on here.

Commissioner EVERSON. I understand.

Mr. SOLOMON. Mr. Chairman, could I add a point with regard to
these international issues? On the regulatory side, we have many
important projects. For example, in the transfer pricing area, which
is section 482, we have very important projects there about services
and cost sharing. Also, three recent projects on foreign tax credit.
The Commissioner referenced recent regulations with regard to
structured transactions.
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Also, in the treaty and the tax information exchange area, infor-
mation exchange is very important. In fact, recently a tax informa-
tion exchange was entered into with the Cayman Islands.

The CHAIRMAN. All right. I appreciate that.

I want to get back a little bit to sort of the overall theme of this
hearing, and that is the degree to which a lot of this tax gap can
be addressed without causing undue pain.

I am quite concerned, frankly, because I still hear from the ad-
ministration that the sundry honest taxpayers are being singled
out and they are going to have to share a greater burden for the
sake of trying to find those who are not the honest taxpayers.

Let me get at this a little bit differently. You, Mr. Secretary, ear-
lier said that there comes a point where additional efforts here
tend to over-burden taxpayers. Can you agree with me that achiev-
ing 90 percent compliance does not over-burden taxpayers?

Secretary PAULSON. Here is the way I would approach it.

The CHAIRMAN. What is the level?

Secretary PAULSON. You see, I think speaking in terms of broad
goals are helpful, but I think the only way we can really make
meaningful progress is to approach these things from the bottom
up.

I cannot speculate in terms of what level we can achieve without
over-burdening. The only way I know how to do it is to work with
you—we are not going to be able to do anything important together
here without doing it jointly—from the bottom up on a plan and
say what is doable.

The CHAIRMAN. I am sorry, Mr. Secretary. We have been down
that road, and it did not work. I am changing gears here, as I men-
tioned in my opening statement.

Secretary PAULSON. Right.

The CHAIRMAN. I am asking you to come up with a plan. You are
the Treasury. You are the IRS. You have the facts. You are the
agency, the departments in charge here. We are asking you to come
up with a plan to reach 90-percent compliance over 10 years. I
think that is a fair statement.

You come back to us in 3 months and tell us what you can or
cannot do, any changes in the law that you think may or may not
be necessary, and we will deal with those. We are just asking you
for the plan so we can get to 90-percent compliance.

Secretary PAULSON. Right. We have come up with a plan. We
think our plan is a serious, credible plan. I am happy to come back
and talk with you about it.

The CHAIRMAN. Mr. Secretary, if it is what you have given us,
it is not credible. It is only 1 percent.

Secretary PAULSON. I would just say to you, and just say it with
great respect, because I know how much you care about this, that
I care about it also. I would like to be able to say with some credi-
bility, without fooling people or misleading people, that there is a
clear path to 90 percent. But to show a plan, to have a goal, we
would have to say what steps we are going to take to get there.

The CHAIRMAN. Exactly. Exactly.

Secretary PAULSON. And I would say to you that I do not see the
steps that we can take. I cannot see a clear path.

The CHAIRMAN. You are saying we cannot get there.
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Secretary PAULSON. I am not saying we cannot get there, but I
am saying I do not have, and I have not heard from you or anyone
else, a set of steps that could be taken to get at this under-report-
ing and to close that gap all the way to 90 percent. We will keep
working. We will keep working with you.

I have worked on a lot of business plans. I have worked with
multiple clients. I have done it at Goldman Sachs; I have done it
in the not-for-profit area. There are some plans where you can set
a very specific goal because you see the steps to get there. We need
to build this from the bottom up.

The CHAIRMAN. I am asking you to do that. When we meet 3
months from now, I would like to see it.

Secretary PAULSON. We have a plan that says, here are our en-
forcement legislative proposals, and other areas on which we are
focusing. I will be pleased to come back and talk to you about it
again and keep working on it.

The CHAIRMAN. But, Mr. Secretary, I am not going to leave this
issue. I am going to be focused on this until we reach our goal.

Secretary PAULSON. I am not either. I am not either.

The CHAIRMAN. Like a lot of things in life, if we are going to do
something, we might as well do it now. We are not just going to
be dragging our heels and so on and so forth. Let us get the job
done.

Secretary PAULSON. I would leave it this way. You and I are in
total agreement on one thing. The tax gap is a serious issue. We
should be very vigilant about addressing it. I am not going to rest
until we keep making progress.

I think this administration is doing as much as anyone has done
about it. I want to do more and want to work on it. But what I
do not want to do is put forward something that is going to mislead
the American people. I really do not want to do that.

We are going to have to work together, and this is going to have
to be a joint effort. If you have ideas, you have been working on
this for a long time yourself, you have a big staff, if there are
things you think we are not considering

The CHAIRMAN. You have got a heck of a lot bigger staff than we
do. [Laughter.]

Secretary PAULSON. I know.

The CHAIRMAN. By far.

Secretary PAULSON. Anything you want us to evaluate, we will
evaluate. We will work together on this.

The CHAIRMAN. I appreciate that. Three months from now I want
a plan.

Secretary PAULSON. You have a plan now.

The CHAIRMAN. No. I want a plan that is a real plan, that gets
us to 90 percent. This is not a plan that gets us to 90 percent.

Secretary PAULSON. The other thing that would be great is if 3
months from now—and I really say this with great respect—we
had the 16 legislative proposals enacted, if our budget——

The CHAIRMAN. Nine of them are in the supplemental. They
amount to about $2.3 billion over 10 years. There are five or six
others that total about $27 billion over 10 years. If you add them
all up, it’s the 1 percent in your plan. That is not a plan.
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Secretary PAULSON. I tell you, where I come from, every $30 bil-
lion is real money, and we want to go after it a billion dollars at
a time.

Tlhe CHAIRMAN. That is what we are asking. You come up with
a plan.

Secretary PAULSON. And we are doing a lot of other things.

The CHAIRMAN. You come up with a plan. Every year we have
another $30 billion. Then we get to the 90 percent.

Secretary PAULSON. Thank you.

The CHAIRMAN. All right.

Senator Salazar?

Senator SALAZAR. Thank you. Thank you very much, Chairman
Baucus.

I do have a statement for the record, and I will just submit that
for the record.

[The prepared statement of Senator Salazar appears in the ap-
pendix.]

Senator SALAZAR. But I have a question for you, Secretary
Paulson.

The CHAIRMAN. I might say, I am sorry, Senator. I am going to
have to leave here. But, Mr. Secretary, again, you have not heard
the last from me on this.

Secretary PAULSON. I rest assured. We are going to keep working
on it. You have not heard the last from me. We will get back to
you.

The CHAIRMAN. And we are also going to solve it.

Secretary PAULSON. Well, we have to determine what the “it” is
we are going to solve, and what is the realistic objective. I will tell
you, we are going to be working very hard. We owe it to the Amer-
ican taxpayer and we owe it to you, so we are going to keep work-
ing hard on this. But I value my credibility too much to promise
something where I do not see a clear path to get there.

The CHAIRMAN. But we have very high regard for your talents,
Mr. Secretary.

Secretary PAULSON. Thank you.

The CHAIRMAN. See you in 3 months, Mr. Secretary.

Senator SALAZAR. Thank you, Mr. Chairman.

Secretary Paulson, I looked at the same figures that my Chair-
man and others have looked at. The plan that has been set forth
by the administration, at least the figures I have here, would
produce $19.5 billion over 10 years as we try to close the tax gap.

I hear you, in the dialogue with the Chairman, essentially saying
this is what we think we can do in a realistic way, so we are not
just aiming at something that is pie in the sky.

Secretary PAULSON. Senator, you missed the first part. Those are
the legislative proposals, which are really as comprehensive as any-
thing that has been suggested in 20 years. That is part of an over-
all plan that has to do with enforcement, research, investment and
technology, and taxpayer service.

So, we have a comprehensive plan. We are not doing it all
through the legislative proposals. But we believe, if you are going
to get at some of the unreported income, you are going to need to
do it through legislative proposals, some of which are not easy, I
know, for Congress to pass, but they are an important part.
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Senator SALAZAR. Then the additional statutory enactments that
you requested us to enact, plus additional executive authority that
you will exercise, which you already have, that gets you to that
$19.2 billion figure?

Secretary PAULSON. Well, I think what you are talking about—
is that with the Joint Committee score?

Mr. SOLOMON. Yes. That may be the Joint Committee score. The
$19.2 billion is the Joint Committee score. Our score was $29 bil-
lion.

Senator SALAZAR. Your score was $29 billion?

Secretary PAULSON. Right.

Senator SALAZAR. All right. I think that is where Chairman Bau-
cus or others came up with this. That would be a 10 percent, 1 per-
cent solution, whatever. But it is not dealing with the whole tax
gap.
Now, I hear you saying that what you want to do, and what you
have done here, is you have set forth what you consider to be a
plan that is comprehensive and realistic on how you get there. The
dialogue with the Chairman is that you do not know how to get
where we want you to go.

So my question to you is, and I am sure you have done this al-
ready within Treasury. We know what the tax gap is, and you
probably have identified the different sectors that are out there in
terms of what contributes to the tax gap.

I am not an expert like you are, but I can imagine that, when
I go to the Mile High Flea Market in Denver, CO, several hundred
thousand people congregate there every weekend, and there are
probably not a lot of taxes being collected there. There are probably
lots of places that you have identified as gaps.

For me, I will support the Chairman in terms of the request here
that you come up with a plan that we can examine again in 3
months. But it would be useful information to know what you think
the major opportunities are for us to close the tax gap.

Secretary PAULSON. Right. I think that is really the key question.
Just to be very brief, the last comprehensive research was based
on tax year 2001. We did research on tax year 2001, and we got
the results in 2004. We are doing new research right now.

What you see, Senator, is that about 80 percent of the tax gap
is a result of under-reporting. Some people just do not file. But the
biggest part is under-reporting, and a lot of that is going to be indi-
viduals. A lot of that is going to be small businesses, farms, and
SO on.

Senator SALAZAR. Let me ask you this, just to push you a little
bit on that. So, if it is under-reporting then from individuals and
small businesses, I know a lot of restaurants—my wife was an
owner of a Dairy Queen restaurant for some time.

Secretary PAULSON. Yes.

Senator SALAZAR. At least, when you are part of a franchise, ev-
erything gets calculated because it has to go to your franchisor, so
you know exactly what your sales are. I know a lot of other owners
of restaurants who probably do not have that same kind of account-
ability. So if you just take that one sector, just the restaurant sec-
tor, what is it that you would do to try to get accurate reporting?



28

Commissioner EVERSON. Let me throw in one of the 16 proposals
we have made that I personally believe is the most important, and
it is being roundly criticized in the small business community.

That is to get, once a year, the gross receipts from credit card
processors so that we would know—if it is the Everson dry cleaning
business—every year, from 8 or 10 credit card processors, the IRS
would get a number that would say, here are the total receipts that
that business generated via credit cards.

If you follow the example for a second, if Everson—I probably
would not do this, given my day job—had only reported $500,000
of cash income and $500,000 of credit card income, but then the
banks reported to the IRS that there was actually $1 million of
credit card income, well, obviously that could trigger an audit, but
it would actually trigger more compliance, because word gets
around and they would do that. They would file correctly.

But they would not only file correctly on credit card receipts,
they would file correctly about the cash receipts, because they
know that we know—and this is a hypothetical—that dry cleaners
are half cash and half credit cards.

That is the most important way that we think we can get at this
without having a lot of extra burden for those small businesses, be-
cause the banks who process this already have all that information
in their databases.

Senator SALAZAR. Now, are you supportive of that proposal then?

Commissioner EVERSON. We have made that proposal. We made
it last year and the Congress has not acted. We want them to act.
We ask you to act.

Senator SALAZAR. My time is up, and I see my wonderful col-
league from Arkansas. She has, obviously, questions. She is the
chairperson of the committee, so I will turn it back to her.

fThank you, Blanche. Thank you, Secretary Paulson and the rest
of you.

Secretary PAULSON. Thank you.

Commissioner EVERSON. Thank you.

Senator LINCOLN. Well, thanks, Senator Salazar.

Commissioner, just going back to that last question I had where
the agents in the Washington Post article were quoted as saying
that they were walking away from unassessed taxes in those audits
because the policy does not allow them, I think you take that one
step further, your answer was simply that you are giving them the
ability to appeal to their superiors. I would certainly like to know
how many, and how often, are those superiors allowing them to
continue?

Commissioner EVERSON. Sure.

Senator LINCOLN. So if you could get that back to me.

Commissioner EVERSON. We can do that. Can I make one point?

Senator LINCOLN. Apparently they are not, it sounds like. I
mean, when you go further into the quotes from those agents, they
are being told, no, stay focused on what we have given you and do
not deviate.

Secretary PAULSON. Let me say one thing. I know nothing about
the particulars here, but as someone who has managed a business
with multiple people, sometimes the people in the field do not have
the best judgment, and sometimes they are spending time and re-
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sources where someone actually above them may know a bit more
than they do about where their time could be better spent.

Senator LINCOLN. I am sure they do. But I would just simply like
to know how many times they are being allowed to go ahead.

Commissioner EVERSON. Certainly. Certainly, Senator.

Senator LINCOLN. Thank you.

Mr. Commissioner, the difference between the tax gap and what
you all refer to at the IRS—I do not think you use the words “ac-
counts receivable.” Maybe you use “accounts financial.” Do you use
“accounts receivable?”

Commissioner EVERSON. Yes. Yes.

Senator LINCOLN. Are accounts receivable considered as a part of
the tax gap?

Commissioner EVERSON. No, ma’am. That is the difference be-
tween, say, an income statement and a balance sheet. The accounts
receivable, which runs around $260 to $280 billion, that is the
amount that is actually owed. The government carries on its books
debt for 10 years. In a business, you would write off a lot of that
amount.

Senator LINCOLN. But you cannot write that off.

Commissioner EVERSON. We cannot write it off, so we carry that
until 10 years have elapsed.

Senator LINCOLN. Right. So how much of it is considered collect-
ible?

Commissioner EVERSON. We look at that, and I think our poten-
tially collectible inventory that we look at is somewhere around $70
or $80 billion. Is that a fair number? My colleagues are

Senator LINCOLN. Of that $200 billion?

Commissioner EVERSON. The $280 billion.

Senator LINCOLN. Two hundred and eighty.

Commissioner EVERSON. That is what we count.

Senator LINCOLN. Seventy is collectible?

Commissioner EVERSON. Seventy or so. Seventy or eighty, we
would categorize. As you know, Senator, the longer the debt stays
out there, the harder it is to get.

Senator LINCOLN. So your idea on the dollar amounts of the re-
ceivables not currently in the queue to be collected is $210 billion?

Commissioner EVERSON. Well, we would not be actively working
that.

Senator LINCOLN. And that is just over a 10-year period, right?

Commissioner EVERSON. It is not a 10-year period. That is the
amount on the balance sheet today.

Senator LINCOLN. Right. But it is going to sunset. I mean, it has
a statute of limitations of 10 years. Correct?

Commissioner EVERSON. It stays on the balance sheet. That is
correct. Yes.

Senator LINCOLN. So how much revenue owed in accounts receiv-
able is lost every year through the 10-year statute of limitations?
How much do you lose there?

Commissioner EVERSON. I do not think the 10 years really
prompts any additional loss.

Senator LINCOLN. It goes off your books.

Commissioner EVERSON. Well, it goes off the books, but the older
it gets the harder it would be to get, frankly.
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Senator LINCOLN. It is still there and it still goes off your books.

Commissioner EVERSON. No, I agree. I understand. But the way
to get after this is to get after it promptly. That is why part of our
enforcement build is to do more in the collections area. It also gets
into this controversial area of private debt collectors that Senator
Grassley is so strongly supportive of. We use that tool to get after
the money sooner.

Senator LINCOLN. So you are saying you only collect, of those re-
ceivables, about $70 billion out of the $280 billion?

Commissioner EVERSON. That is not what I suggested.

Senator LINCOLN. All right. I am sorry.

Commissioner EVERSON. What I am saying is, when we look at
that amount now at a point in time that is on the government’s
balance sheet

Senator LINCOLN. Receivables.

Commissioner EVERSON [continuing]. We say we can potentially
get only around a quarter of that. A lot of it is already old or, for
a variety of reasons, you are not going to get to.

Senator LINCOLN. Well, maybe you could expand on that some
more to me in terms of an answer of why it is so difficult to get.

Commissioner EVERSON. Absolutely. Happy to.

Senator LINCOLN. And why you give up on it, I guess.

Commissioner EVERSON. I have learned that collections is a com-
plex area, and we are happy to take you through it.

Senator LINCOLN. The other thing that I would just like to briefly
mention, because Senator Grassley is back and I will hand it over
to him, some of you all commented on the impact on small busi-
nesses. I certainly want to be cognizant of that. There is much
there to be concerned about, I think.

But the other was an issue that Senator Grassley himself
brought up. Just repeating today, for what it is worth, I do not be-
lieve we are going to see the kind of significant progress on this
issue if we do not recognize that voluntary compliance is certainly
a huge key.

We are never going to be able to police all of the non-compliant
taxpayers, but we catch more flies with honey. We say that in the
South. I guess they say it everywhere. Taxpayer service, through
outreach and education on the front end, I think, has to be an es-
sential tool.

It was amazing to me. I did a tax Free File seminar in my State
and an outreach of trying to encourage more people to use the Free
File opportunities that exist, and more importantly to file online
and hopefully do a better job, particularly in terms of bringing
down error rates. I was amazed at the number of people, one, who
came, two, who did not know about it, and three, who were inter-
ested in being able to take that message back to other people in
their communities.

Education is going to be a critical part of what we do in terms
of both minimizing error rates and making sure that we are doing
everything we can. I hope that that will be a huge part of what we
do.

Commissioner EVERSON. Senator, just two quick comments. One,
I agree with you. The volunteer sites, that program, year over year,
is up 15 percent through last Friday in terms of how many returns
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we processed. It is a key area of emphasis, as we discussed last
week. I absolutely think it is essential.

Senator LINCOLN. Well, as Senator Grassley will remember, I
voted for the prescription drug component to Medicare and am glad
I did. It was not perfect, but it was a good thing. But a huge part
of what I think helped make it successful for us in Arkansas was,
we went back home and I spent weeks working with seniors across
our State, educating them on how to engage with the program.

If we do not do that here, we are never going to reach the goals
that Senator Baucus has set for us. I think those are laudable
goals, and I think they are achievable. Thank you.

Senator GRASSLEY. I am cognizant of the fact that you have to
go very soon, Mr. Secretary. I have to as well, so we are not going
to be here a long time.

Mr. Secretary, I asked about the number of agents, additional
audits, and how much more money it would take to provide the
IRS the additional resources they need to get $80 billion a year.
You provided a general answer. I would only ask you now if you
would follow up with an answer more in detail in writing.

Then I want to go on to an issue that I brought up a couple
times. This is kind of a general question, but it deals with the tax
gap and the efficient use of employees within the Treasury Depart-
ment.

Several hundred thousand hours of IRS employee time are spent
on union activities. That is taxpayer time that could be used for the
tax gap work. Would that time be better spent on enforcement and
taxpayer service, at least part of it? Go ahead.

Secretary PAULSON. Mr. Chairman, that is an important ques-
tion. Let me turn it over to the guy who is closest to it.

Commissioner EVERSON. Senator, we do have an overall agree-
ment with the union which has now lapsed. We are in the process
of trying to renegotiate that master agreement. It would get at
issues like this.

I believe you are correct, that if you look at the agency relative
to other departments and agencies within government, that the
amount of time devoted to union activities is proportionately higher
at the IRS than it is elsewhere. Obviously we would like to get
every incremental productive resource that we can, as manage-
ment.

Senator GRASSLEY. All right. Well, I am glad you are negotiating
that. You will have an opportunity to get more of that put into col-
lecting taxes than union activity.

Commissioner EVERSON. Well, I am sure your interest in it is not
unseen.

Senator GRASSLEY. Mr. Secretary, I think that there is a lot
going on in the hedge fund industry that might help us with the
tax gap as well. You recently had the opportunity to study the
hedge fund industry in relation to the President’s Working Group
on Financial Markets.

I would like to know if you studied any tax policy issues related
to the financial markets, and specifically hedge funds or alternative
investments, in that context. If not, I would like to know why that
was not a part of the issue.
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Secretary PAULSON. Yes, Senator. Two things. First of all, we did
not study tax policy. I would just give you a simple answer there.
When we think about tax policy, it is not by business activity, it
is by taxpayer type. So we have individuals, corporations, partner-
ships, and so on.

But Eric, do you have anything else?

Mr. SOLOMON. Yes. Independently, we are looking at issues re-
garding hedge funds.

Senator GRASSLEY. All right. So you are dealing with this prob-
lem as a possible tax problem, just not as part of the President’s
Working Group on Financial Markets.

Mr. SoLoMON. That is correct. Yes, we are looking at these
issues, and I know the IRS is also looking at these issues.

Senator GRASSLEY. All right.

Mr. Secretary, Chairman Baucus correctly zeroed in on a rela-
tionship between the tax gap and international issues. I would like
to follow up. Mr. Solomon noted in his written testimony that the
Treasury Department and the IRS have done, and continue to do,
considerable work to go after the international tax gap, particularly
in the areas of transfer pricing and information exchange.

Mr. Solomon, please briefly describe Treasury’s work in these
areas and the role of our tax information exchange network in com-
batting offshore tax evasion.

Mr. SoLOMON. We are doing a lot in the international area. For
example, in transfer pricing we have very important projects in re-
gard to services among related parties, and also cost sharing. In
the foreign tax credit area, we have issued three sets of guidance
dealing with cross-border transactions and most recently proposed
regulations about certain highly structured transactions.

Information exchange is a very important issue. We have a very
vigorous treaty program, trying to enter into new treaties. Also, tax
information exchange agreements are very important. In just the
very recent past, we have entered into a number of tax information
exchange agreements, as I mentioned, including one with the Cay-
man Islands, but also with other countries such as the Netherlands
Antilles, and the British Virgin Islands.

Senator GRASSLEY. All right.

Mr. Secretary, the administration proposed, and I strongly sup-
ported, an effort to provide for private debt collection contracts at
the IRS. This was a way for the IRS to collect tax due and owing
that otherwise would not be collected because of a low priority.

The Commissioner stated at an earlier hearing that the private
debt collection effort was an important part of fighting the tax gap.
Actually, it has not gotten the support from members of Congress
the way it should. It seems like fighting the tax gap is stopping at
the union boss’s door.

However, despite the naysayers, the Treasury Inspector General
for Tax Administration recently came out with a report that gave
the private debt collection program and IRS management a gold
star.

I would like your comments on the importance of the private
debt collection effort as it relates to the tax gap, and more impor-
tantly, to understand and get your commitment to already estab-
lished plans to expand this successful program.
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Secretary PAULSON. Senator, first of all, clearly we understand
the direction from Congress. I think this program is being run, as
the Inspector General said, in a very positive and balanced way.

The second point I would make, which the Commissioner could
point out to you, is that a lot of the activity being conducted by the
private debt collectors, if they were not doing it, would not be done.

As he is hiring new IRS agents and training them, there is a
higher value-added use for them. So the cases assigned to the pri-
vate collection agencies are the simplest cases, and he has more
productive uses for new IRS agents. So, again, we understand the
importance of that program.

Senator GRASSLEY. I have one more question I will submit for the
record.

Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman.

First, I saw that the chart that the Commissioner put up showed
that enforcement dollars are on the rise. I have a question related
to it.

Commissioner EVERSON. Certainly.

Senator SCHUMER. The private debt collection program is con-
troversial, but maybe there is one aspect that could be expanded.
My understanding is that a certain percentage of the money col-
lected by debt collectors has to be used to boost IRS enforcement.
That sounds good to me.

Commissioner EVERSON. Can be used. Yes. That is correct.

Senator SCHUMER. Yes. All right.

Well, why do we not set up an enforcement trust fund within the
IRS, where the IRS gets to dedicate, say, 1 percent of the money
that it raises through new enforcement to the following year’s en-
forcement budget without Congress’s interference?

Commissioner EVERSON. I am a former OMB official, and I think
Mitch Daniels would reach across several States and wring my
neck if I agreed to a proposal like that.

Senator SCHUMER. He is Governor of Indiana now.

Commissioner EVERSON. I know. I know.

Secretary PAULSON. Senator, I can say this. We have been very
fortunate because, over the last several years, Congress has im-
proved our enforcement budget.

Commissioner EVERSON. That is not correct. We did not get ev-
erything we wanted in enforcement. That is the starting point.

Secretary PAULSON. All right.

Senator SCHUMER. I saw on the Commissioner’s

Commissioner EVERSON. But I want to say this, since I have con-
tradicted my boss. This Secretary fought for, and got, the biggest
budget increase that we have had in years. What we have now is
a very good budget before the Congress that does address enforce-
ment.

Secretary PAULSON. And I am assuming, and no one on this com-
mittee has here indicated that that would not be approved. I would
find it ironic beyond belief if, after this hearing on the tax gap, it
were not approved.

Senator SCHUMER. Right. But this trust fund would be an incen-
tive. It would be automatic. You could count on it from year to
year. When I asked the Commissioner the question, I saw the smile
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on his face. It sort of reminded me when Sid Caesar, the old come-
dian, would get all the applause in the audience. He would say,
“No, no more applause.”

Commissioner EVERSON. Let me say one thing. One of the biggest
problems we have, Senator, is this scoring question, because we
can demonstrate for you that, if you invest in the IRS—and it runs
to services, enforcement, our infrastructure, everything else too—
you get a very good return. But that does not count. You score a
legislative proposal, but you do not score the baseline IRS activity.

Senator SCHUMER. Right. Right.

Commissioner EVERSON. That is a real problem.

Senator SCHUMER. Yes. Well, this would help that, I think. It
would sort of give you some money automatically.

Commissioner EVERSON. You might throw money at us.

Senator SCHUMER. Yes. All right. Well, I do not want to do that.

Commissioner EVERSON. Can I come back to your earlier ques-
tion? This will surprise you that you get an answer this promptly.

Senator SCHUMER. Yes.

C(l){mmissioner EVERSON. But we are going to grant that extra
week.

Senator SCHUMER. Oh. Thank you. That is great. I very much ap-
preciate it, and so do the people in Westchester and the Hudson
Valley who had all that flooding, and I am sure the people in New
Jersey, and other States as well, although they have not contacted
me. Great. All right.

The next question relates to something that has been a pet peeve
of mine that relates to the corporate side of things. It is book
versus tax income. Since I am last here, I think I can take a little
more time, so I will elaborate a bit.

Obviously one of the issues that is intriguing to me is the dif-
ference between the profits businesses report to their shareholders
versus the profits they report to the IRS. Some of this is due to de-
ductions, like depreciation, but a good part of it is also gamesman-
ship. They want to report as high a profit to the shareholder and
as low a profit to the IRS as possible, so I think the numbers
should bear some relationship. I think, as Justice Brandeis once
said—I think it was Brandeis—“sunlight is the greatest disinfect-
ant.”

Now, the IRS—correctly, in my opinion—has made an effort to
get companies to explain these differences on what is called Sched-
ule M-3. It is supposed to explain the discrepancies between book
and tax income.

From what I am told, many companies do not take it seriously,
that the M-3 is not seriously filled out. Sunlight would be a great
disinfectant. Why could we not make either the M-3 form public,
or if not public, because there might be certain things that compa-
nies do not want to make public, an abbreviated M—3 that would
show the main bottom lines and compare them? I think it would
be an incentive on corporations to narrow the difference between
what they say publicly and what they report to you.

Secretary PAULSON. Senator, I am going to make a point. Most
of the points you bring up, I agree with. On this one, I would have
a significant question. The reason is the accounting rules. I spent
a lot of time in accounting.
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Senator SCHUMER. Right.

Secretary PAULSON. Accounting rules are very different from tax
rules.

Senator SCHUMER. Right.

Secretary PAULSON. The accounting rules are changing all the
time. Most companies, very, very honest, honorable companies who
are not trying to explain anything, have book income that is driven
by accounting rules, which is very different for their tax income,
which is based on tax rules.

So, I have always believed that we are doing this right. That is
one thing the IRS should look at, and it is one thing the IRS does
look at. I think putting it in sunlight and publicizing it could be
misleading and could be misused by people who just simply say, be-
cause there is a difference, there is something wrong there.

Senator SCHUMER. Right. Now, everyone will admit there is a dif-
ference.

Secretary PAULSON. That would be my concern.

Senator SCHUMER. All right. Well, I am not going to ask the
Commissioner to overrule you here. [Laughter.]

Commissioner EVERSON. Thank you. Thank you very much.

Senator SCHUMER. Do you have time for one more?

Secretary PAULSON. Yes.

Senator SCHUMER. All right. Great. I will be as quick as I can.
This one relates to the Free File program. It is really to the Com-
missioner.

Commissioner EVERSON. Yes.

Senator SCHUMER. I wrote a letter last week to you. I do not
know if you have gotten to look at it yet. In my view, it is simply
wrong to ask taxpayers to pay an additional fee for the privilege
of filing their returns electronically when it saves the government
money and we are trying to reach a goal of 80 percent e-filing.

So I do not think it would infringe on tax preparers and software
companies for the IRS to offer free filing to everybody, as long as
the IRS forms did not provide tax advice or actually do the math.

I would like you to explain to the committee why taxpayers who
mail in their forms get to do so for free, while those who file elec-
tronically have to pay an additional $15 fee, we will call it, not a
tax.

It seems backwards to me that millions of Americans who are ac-
tually doing their own taxes at home—with a software program
maybe; these days, a lot of people do that—printing the forms out,
should avoid the fee. Taxpayer Advocate Olson, Nina Olson, does
the same thing. She recently testified that navigating the Free File
portal on the IRS website was like being in the wild west.

So should the IRS not act within its rights and end the Free File
agreement by next year so everyone can file electronically for free?
So if you are over $50,000 you do not have to pay a tax preparer
if you do not want to because it is not just $15, but the tax pre-
parer fee. It would help you reach your goal of 80 percent. It seems
to me like a no-lose.

Commissioner EVERSON. The Free File agreement is in there to
help taxpayers, largely middle- or lower-income taxpayers. Really,
it helps them avoid going to a practitioner or buying the software.
If you are in the Free File, you do not get charged to file with the
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government. But what you are getting at is, if you have used Turbo
Tax at home or something else, then you might be getting a fee de-
pending on the product that you bought.

Senator SCHUMER. You are.

Commissioner EVERSON. Yes. So what you are raising, Senator,
is a question of increasing concern, I think, in the industry. There
are sort of two levels. One is this ability to get whatever return it
is you have—and 80 percent of the returns now are done by the
software—into the system without an additional charge. We do not
make the charge, they make the charge, the practitioner or the
software company.

Senator SCHUMER. Right. We want to let them go right to you
without the practitioner.

Commissioner EVERSON. That is right. But to do this would take
quite a bit of investment on the part of this service. It would be
some years out. I think that this is a question that the industry
needs to look at. We need to look at it, and we need to size how
big a deliverable this would be.

Senator SCHUMER. Well, could it not be just, finally, your inter-
ests and the industry’s interests are somewhat different here?

Commissioner EVERSON. I am not sure, in that instance, they are
if that fee reflects the true incremental costs. But I do not know
the——

Senator SCHUMER. All right. Well, I would ask you to give that
a serious look.

Commissioner EVERSON. Certainly, sir.

Senator SCHUMER. I think we should be able to do that.

I did have one more. I will be quick. Withholding. What about
withholding on capital gains and dividends of large amounts? Not
of somebody who pays a small amount, but above a certain amount
of dividend, or a certain amount? We get 99-percent compliance
when there is withholding of wages. We might be able to increase
compliance if you think it is a problem. I am not sure it is the right
thing to do. I want to ask you.

Secretary PAULSON. Well, that is one thing. We have a list of
things we look at and think about.

Senator SCHUMER. Yes.

Secretary PAULSON. It is one thing we look at. Actually, we look
at income, dividends, pensions, and withholding on a lot of things.
I remember back, and I think it was in the days of Dan Rosten-
kowski, when Congress took a step to do that, and there was just
such an outpouring of sentiment that it was quickly withdrawn.
We have looked at that. To date, we have felt that it would be a
mistake to propose that, but that is something that

Senator SCHUMER. As I recall, Rostenkowski proposed it on all.
I mean, a small little person who gets $100 in dividends should not
be withheld, but a big one—where the money is—again, might
work. And Rostenkowski, dearly I love him, was in the pre-com-
puter days.

Mr. SoLOMON. In this area, 1099s are issued. There is a very
high reporting rate for 1099s. So the question is how much extra
benefit you would get from that. My understanding is that the com-
pliance rate with respect to 1099s is somewhere in the 95 percent
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area. So you would have to take that into account, whether or not
this particular idea, how much it would get for you.

Commissioner EVERSON. Could I add one thing? I agree with ev-
erything that has just been said. We have a proposal—one of the
16—to get basis reporting for stock transactions. That, so far, has
not been picked up even though it is a very bipartisan proposal. I
have heard from Senators and Congressmen on both sides of the
aisle. This would further get at it. We put that forward and strong-
ly advocate it.

Senator SCHUMER. Yes. I am a co-sponsor of that. I would sup-
port that.

Secretary PAULSON. Good.

Senator SCHUMER. Thank you all for staying an extra 7 minutes.

Secretary PAULSON. Thank you.

Senator SCHUMER. And for the rest of the time as well.

Can I do this? The hearing is adjourned. [Laughter.]

[Whereupon, at 12:22 p.m., the hearing was concluded.]
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Introduction

Chairman Baucus, Ranking Member Grassley, and members of the Committee, thank you for the
opportunity to appear this morning to discuss our strategy to reduce the tax gap and to improve
voluntary compliance. I am honored to be here with Secretary Paulson and my good friend Eric
Solomon, Treasury’s Assistant Secretary for Tax Policy.

Put simply, the tax gap is the difference between the amount of tax imposed on taxpayers for a
given year and the amount that is paid voluntarily and timely. The tax gap represents, in dollar
terms, the annual amount of noncompliance with our tax laws. Based on the results of a National
Research Program (NRP) analysis of approximately 46,000 individual income tax returns for
Tax Year 2001, the gross tax gap was $345 billion. After collections and late payments the net
tax gap for that year is estimated to be $290 billion.

Last July, the Director of Research and Statistics for the IRS appeared before this Committee to
discuss the NRP study and how the tax gap estimates were developed. As a result, I will not
repeat that discussion in my statement this morning. Rather, I would like to discuss the efforts
we have made since 2001, the last year for which we have solid numbers, to reduce the tax gap
as well as the efforts we plan to pursue in the future, specifically in regards to the FY 2008 IRS
Budget.

Progress Made

After passage of the IRS Restructuring and Reform Act (RRA) of 1998, enforcement efforts on
the part of the IRS waned significantly. For example, enforcement revenue collected in Fiscal
Year (FY) 2001 was approximately $3.5 billion less than it was in FY 1997. There were similar
declines in other enforcement statistics from FY 1997 to FY 2001. There were 5,000 fewer
enforcement personnel working at the IRS; the Service did less than half the number of
examinations of individual returns; and business examinations in 2001 were only 40 percent of
what they were in 1997.

(39)
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Restoring Credibility to Enforcement Programs

My goal when 1 became Commissioner of Internal Revenue in 2003 was to restore the credibility
of IRS enforcement programs without infringing on taxpayer rights. To that extent, I think we
have been successful.

One of the most obvious measures of success is the increase in enforcement revenue, which has
risen from $34 billion in FY 2002 to almost $49 billion in FY 2006, an increase of 43 percent.

In FY 2006, both the levels of individual returns examined and coverage rates have risen
substantially. We conducted nearly 1.3 million examinations of individual tax returns. This is
almost 75 percent more than were conducted in FY 2001, and reflects a steady and sustained
increase since that time

While the growth in examinations of individual returns is visible in all income categories, it is
most visible in examinations of individuals with incomes over $1 million. The number of
examinations in this category rose by almost 78 percent compared to FY 2004, the first year the
IRS began tracking audits of individuals with income over $1 million.

Growth in audit totals and coverage rates extend to other taxpayer categories. IRS examined
over 52,000 business returns in FY 2006, an increase of nearly 12,000 over FY 2001. For
corporations with assets over $10 million, examinations rose from 8,718 in FY 2001 to 10,578 in
FY 2006, and the coverage rate increased from 15.1 percent to 18.6 percent. For the largest
corporations, those with assets over $250 million, examinations have increased by over 29
percent growing from 3,305 in FY 2001 to 4,276 in FY 2006.

We have also been active in the tax exempt community. Overall, examination closures for tax-
exempt organizations have risen from 5,342 in FY 2001 to 7,079 in FY 2006. While
examinations in the tax-exempt community generally do not provide the tax collection “return on
investment” that audits in other areas might, it is important that we keep a “cop on the beat” in
order to prevent abuses in the exempt sector and an erosion of the tax base. Maintaining a strong
enforcement presence in the tax-exempt sector is particularly important given the role that a
small number of these entities have played in the past in accommodating abusive transactions
entered into by taxable parties. In appropriate cases, this results in the collection of income or
excise taxes-- and in the most egregious cases, revocation of exempt status.

Maintaining Strong Taxpayer Service

Perhaps the thing that I am most proud of is that our growth on the enforcement side has not
come at the expense of taxpayer service. According to a survey commissioned by the IRS
Oversight Board in 2006, taxpayers increasingly recognize that the IRS provides quality service
through a variety of channels, such as its Web site, toll-free telephone lines, and Taxpayer
Assistance Centers (TACs). This is supported by the metrics that we use to determine the
effectiveness of our taxpayer service efforts. In category after category, we continue to see
improvement in the numbers in our telephone services, electronic filing, and IRS.gov access,
This is demonstrated by the following FY 2006 business results:



41

» Electronic filing by individuals continued to increase. It rose three percentage points
from FY 2005, to 54 percent of all individual returns.

s The level of service for toll-free assistance was 82 percent, about the same level as FY
2005 and up substantially from FY 2001. The level of customer satisfaction with the toll-
free line remains 94 percent.

e The tax-law accuracy of toli-free responses improved to 91 percent and account accuracy
increased to over 93 percent.

* Visits to the IRS Web site jumped nearly 10 percent in FY 2006 to more than 197 million
visits.

At the IRS, we continue to work to improve services. Clearly, we are making progress, and
these numbers underscore that point.

Another development in our taxpayer service program is the Taxpayer Assistance Blueprint
(TAB). This collaborative effort of the IRS, the IRS Oversight Board, and the National
Taxpayer Advocate began in July, 2005 in response to a Congressional mandate to develop a
five-year plan for taxpayer service delivery. We sent Phase 1 of the Blueprint to Congress in
April, 2006. Phase 1 identified and reported the following five strategic service improvement
themes for increasing taxpayer, partner (practitioners, VITA and TCE partners), and government
value:

o Improve and expand education and awareness activities: This theme addresses the
critical need for making taxpayers and practitioners aware of the most effective and
efficient IRS service options and delivery channels for meeting their tax obligations and
receiving benefits they are due.

s Optimize the use of partner services: This theme emphasizes the critical role of third
parties in the delivery of taxpayer services, and calls for improving the level of support
and direction provided to partners to ensure consistent and accurate administration of the
tax law.

e Enhance self-service options to meet taxpayer expectations: This theme focuses on
providing clear, standard, and easily customized automated content to deliver accurate,
consistent, and understandable self-assistance service options—particularly for
transactional tasks.

o Improve and expand training and support tools to enhance assisted services: This theme
highlights the need for ensuring accurate information across all channels by improving
and expanding training, technology infrastructure, and support for employees, partners,
and taxpayers.

¢ Develop short-term performance and long-term outcome goals and metrics: This theme
provides for the development of a comprehensive set of performance goals and metrics to
evaluate how effectively the IRS is meeting taxpayer expectations, and how efficiently it
is delivering services.

Phase 2 of the Blueprint was delivered to Congress last week. Throughout this project, extensive
research allowed us to refine our understanding of taxpayer and partner needs, preferences, and
behaviors and to identify current planning documents, decision processes, and existing
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commitments affecting IRS service delivery. Certain recurring findings emerged from the
wealth of data analyzed. These findings, combined with agency-wide considerations and
priorities, led to the development of the five-year TAB Strategic Plan for taxpayer service.

The TAB Strategic Plan includes a suite of service improvement initiatives across all delivery
channels, a portfolio of performance metrics, and an implementation strategy, which
recommends numerous future research studies. The TAB Strategic Plan outlines a decision-
making process for prioritizing service improvement initiatives based on taxpayer, partner, and
government value and ensuring continued stakeholder engagement. This process is designed to
help the IRS balance quality service with effective enforcement to maximize compliance.

As a first step in incorporating Blueprint results into the IRS budgeting process, the FY 2008
budget request includes the funding necessary to implement some of the telephone service and
Web site enhancements recommended by the TAB Strategic Plan. Enhancing telephone service
will contribute to the goal of increasing taxpayer, partner, and government value. Improving
IRS.gov will help us to make the Web site the first choice of individual taxpayers and their
preparers when they need to contact the IRS for help. All of this will be done with the utmost
concern for the protection of taxpayer information.

The TAB Strategic Plan also recommends a suite of multi-year research studies to continue to
refine and improve our understanding of optimal service delivery. In addition to funding for
research regarding noncompliance, the FY 2008 budget includes funding for research to better
understand the effect of service on compliance.

Enhancing Outreach and Education

Another customer service effort involves our improved outreach and education efforts over the
past two years. It is much more cost effective to educate taxpayers to voluntarily comply with
their tax responsibilities than it is to use enforcement programs to address noncompliance.

We have relationships with at least 1,500 small business industry and tax professional
organizations. Last year we coordinated or participated in over 2,000 events across the country
with more than 122,000 direct participants, sharing education and outreach messages. In the first
quarter of FY(7, we already coordinated or participated in over 1,100 events with approximately
81,000 participants.

One specific area of focus has been tax law topics where data indicates the highest areas of
noncompliance including: business income, cost of goods sold, home office deduction, car and
truck expenses, depreciation, supplies, and others.

Other educational products we provide include:

o Virtual Small Business Tax Workshop DVD - 10-lesson interactive video

o Small Business Resource Guide CD-ROM
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o Tax Calendar for Small Businesses and Self-Employed
o Tax Talk Today ~ A monthly webcast for tax professionals.

o E-News for Small Businesses and E-News for Tax Professionals — Weekly electronic
newsletters with approximately 200,000 combined subscribers.

Leveraged Partnerships with Other Government Agencies

The IRS is also partnering and leveraging resources with local, state, and federal agencies across
the country. Examples of accomplishments include the following:

o Utilizing data sharing with approximately 90 agencies to leverage resources and avoid
duplicate audits by multiple agencies.

o Implementing a Questionable Employment Tax Practices (QETP) Initiative to develop a
federal and state interagency approach to combat employment tax schemes and increase
voluntary compliance. To date, 17 states have agreed to partner with IRS.

o Obtaining 88 agreements in 27 states with stakeholders such as state professional licensing
agencies and local business licensing agencies to distribute educational information to
small business applicants.

o Partnering with foreign tax agencies as part of the Organization for Economic Cooperation
and Development's (OCED) Forum on Tax Administration.

o Piloting a State Reverse Filing Match Initiative (SRFMI) to identify taxpayers filing state
but not federal returns

o Developing a Joint Operations Center (JOC) for National Fuel Tax Compliance in
partnership with the Federal Highway Administration (FHWA) and participating states to
act as one seamless organization leveraging resources at the state and federal level to
develop fuel tax compliance strategies, including joint examinations and investigations
based on JOC data analysis.

The President’s FY 2008 IRS Budget Request

The first step in continuing the progress we have made to improve service and voluntary
compliance is approval of the President’s FY 2008 budget request for the IRS. That request is
for $11.1 billion in appropriated resources and represents a 4.7 percent increase over the

FY 2007 Joint Resolution (JR) level of $10.6 billion.

The IRS’ taxpayer service and enforcement activities are funded from three appropriations:
Taxpayer Services (TS); Enforcement (ENF); and Operations Support (OS). The total FY 2008
Budget request for these three operating accounts is $10.8 billion, supplemented by the $180
million from user fee revenue, for a total operating level of $10.9 billion --- a 5.5 percent
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increase over the FY 2007 JR level. Asin FY 2006 and FY 2007, the Administration proposes
to include IRS enforcement increases as a Budget Enforcement Act program integrity cap
adjustment. I am pleased that both the House and Senate passed Budget resolutions for 2008
include the full cap adjustment for this activity, recognizing the return on investment from these
enforcement investments.

This is the strongest budget for the IRS that I have seen during my term as Commissioner. It
provides funding to help us attack the tax gap in several critical ways. Ilook forward to working
with the Committee to ensure that the appropriations for the next fiscal year meet the President’s
budget request.

Enhancing Taxpayer Service

The FY 2008 Budget contains three significant taxpayer service initiatives. First, we are
requesting $5 million to expand the VITA program, a significant component of our effort to
support taxpayers eligible to claim the Earned Income Tax Credit. This taxpayer service
initiative will help expand our volunteer return preparation, outreach and education, and asset
building services to low-income, elderly, Limited English Proficient (LEP), and disabled
taxpayers.

The budget also requests $5 million for additional resources to enhance our understanding of the
role of the taxpayer service on compliance. This research will focus on understanding taxpayer
burden, opportunities for enhanced service to help reduce errors made on returns, and the impact
of service on overall levels of voluntary compliance.

Finally, the budget requests $10 million for four of the initiatives recommended by the Taxpayer
Assistance Blueprint (TAB) Strategic Plan for taxpayer service. As part of the Blueprint effort,
we conducted a comprehensive review of our current portfolio of services to individual taxpayers
to determine which services should be provided and improved. Based on the findings of the
Blueprint, the funding for this initiative will implement the following telephone service and Web
site interaction enhancements:

o Contact Analytics provides an analytical tool for evaluating contact center recordings for
the purpose of improving business processes and lowering business costs, as well as
improving customer service.

o Estimated Wait Time provides a real-time message that informs taxpayers about their
expected wait time in queue, allowing them to make more informed decisions based on
the status of their call and thus reducing taxpayer burden and increasing customer
satisfaction.

o Expanded Portfolio of Tax Law Decision Support Tools enables taxpayers to conduct key
word and natural language queries to get answers to tax law questions through the
Frequently Asked Questions database accessed on IRS.gov, thereby steadily increasing
customer satisfaction and operational savings.

Continued technological advancements offer significant opportunities for the IRS to improve the
efficiency and effectiveness of call center services. Web site enhancements are designed to
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maximize the value of IRS.gov, making the site taxpayers’ first choice for obtaining the
information and services required to comply with their tax obligations.

Improving Compliance Activities

The IRS is continuing to improve efficiency and productivity through process changes,
investments in technology, and streamlined business practices. We will continue to reengineer
our examination and collection procedures to reduce cycle time, increase yield, and expand
coverage. As part of our regular examination program, we are expanding the use of cost-
efficient audit techniques first pioneered in the National Research Program (NRP).

We are also expanding our efforts to shift to agency-wide strategies, which maximize efficiency
by better aligning problems (such as nonfilers and other areas of noncompliance) and their
solutions within the organization. The IRS is committed to improving the efficiency of its audit
process, measured by audit change rates and other appropriate benchmarks.

There are seven specific initiatives proposed in the FY 2008 Budget aimed at improving
compliance. These initiatives provide:

¢ $73.2 million to improve compliance among small business and self-employed
taxpayers in the elements of reporting, filing, and payment compliance.
This funding will be allocated for increasing audits of high-risk tax returns, collecting
unpaid taxes from filed and unfiled tax returns, and investigating persons who have
evaded taxes for possible criminal referral. It is estimated that this request will produce
$144 million in additional annual enforcement revenue per year, once new hires reach
full potential in FY 2010.

¢ $26.2 million for increasing compliance for large, multinational businesses.
This enforcement initiative will increase examination coverage for large, complex
business returns; foreign residents; and smaller corporations with significant international
activity. It addresses risks arising from the rapid increase in globalization, and the related
increase in foreign business activity and multi-national transactions where the potential
for noncompliance is significant in the reporting of transactions that occur across
differing tax jurisdictions. With this funding, we estimate that coverage for large
corporate and flow-through returns will increase from 7.9 to 8.2 percent in FY 2008, and
produce over $74 million in additional annual enforcement revenue, once the new hires
reach full potential in FY 2010.

o  $28 million for expanded document matching in existing sites.
This enforcement initiative will increase coverage within the Automated Underreporter
(AUR) program by minimizing revenue loss through increased document matching of
individual taxpayer account information. We believe the additional resources will result
in an increase in AUR closures from 2.05 million in FY 2007 to 2.64 million in FY 2010.
We expect $208 million of additional enforcement revenue per year, once the new hires
reach full potential in FY 2010. In addition, the budget requests $23.5 million to
establish a new document matching program at our Kansas City campus. This
enforcement initiative will fund a new AUR site within the existing IRS space in Kansas
City to address the misreporting of income by individual taxpayers. Establishing this
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new AUR site should result in over $183 million in additional enforcement revenue per
year once the new hires reach full potential in FY 2010.

s $6.5 million to increase individual filing compliance.
This enforcement initiative will help address voluntary compliance. The Automated
Substitute for Return Refund Hold Program minimizes revenue loss by holding the
current-year refunds of taxpayers who are delinquent in filing individual income tax
returns and are expected to owe additional taxes. We estimate that this initiative will
result in securing more than 90,000 delinquent returns in FY 2008 and produce $82
million of additional enforcement revenue per year, once the new hires reach full
potential in FY 2010.

o 515 million to increase tax-exempt entity compliance.
This enforcement initiative will deter abuse by entities under the purview of the Tax-
Exempt and Governmental Entities Division (TEGE} and misuse of such entities by third
parties for tax avoidance or other unintended purposes. The funding will aid in
increasing the number of TEGE compliance contacts by 1,700 (6 percent) and employee
plan/exempt organization determinations closures by over 9,000 (8 percent) by FY 2010.

e 510 million for increased criminal tax investigations.
This will help us aggressively attack abusive tax schemes, corporate fraud, nonfilers, and
employment tax fraud. It will also address other tax and financial crimes identified
through Bank Secrecy Act related examinations and case development efforts, which
include an emphasis on the fraud-referral program. Our robust pursuit of tax violators
and the resulting publicity is designed to foster deterrence and enhance voluntary
compliance.

o  $41 million for conducting research studies of compliance data for new segments of
taxpayers needed to update existing estimates of reperting compliance.
The data collected from these studies will enable the IRS to develop strategies to combat
specific areas of noncompliance.

In addition to these initiatives, [ would stress the importance of allowing the IRS to continue
with the private debt collection program. The use of private collection agents (PCAs) was
authorized by the American Jobs Creation Act of 2004. As we continue to debate the efficacy of
this program, I want to take this opportunity to make a couple of points for purposes of our
ongoing discussions.

One issue that has been debated is the relative efficiency of using PCAs versus IRS employees to
collect the taxes owed. The most important question is not whether IRS employees or PCAs can
do the job more efficiently, but whether PCAs collect money that would otherwise go completely
uncollected. The IRS lacks the resources to pursue the relatively simple, geographically
dispersed cases that are now being assigned to PCAs. It is not realistic to expect that the
Congress is going to give the IRS an unlimited budget for enforcement, and if Congress provided
the IRS additional enforcement resources, I believe those resources would be applied best by
allocating them to more complex, higher priority cases, which will recover substantially larger
amounts of unpaid taxes and which are not appropriate for PCAs.

The IRS continues to work with PCAs to ensure that the program is fair to taxpayers and respects
taxpayer rights. The Treasury Inspector General for Tax Administration (TIGTA) agreed with
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that assessment. Earlier this month, TIGTA issued a report which noted that “IRS has taken
proactive measures to effectively develop and implement the (PCA) Program.”

The report said that we had taken the appropriate steps to ensure contractor employees
received sufficient and adequate training on applicable laws and regulations before allowing
them access to Federal tax information. This included providing contractors with an orientation
and overview of the training required and conducting an onsite assessment of the contractor
training.

TIGTA also recognized that we had required all contractor employees assigned to the Program
contract, or who have access to Federal tax information, to undergo background investigations.
We granted either interim or final approval of background investigations for each employee
working on the contract at the time of our review.

‘We currently estimate that between now and FY 2017, our partnership with PCAs will result in
approximately 2.9 million delinquent cases receiving treatment that would otherwise have gone
unworked. This partnership will help reduce the backlog in outstanding tax liabilities, which has
grown by 118 percent over the last 12 years. From September 7, 2006, when cases were first
assigned to PCAs, through March 22, 2007 PCAs collected $17.8 million in gross revenue. We
estimate that cases worked by PCAs will generate estimated gross revenue of $1.4 billion
through FY 2017.

Another reason to continue to use this tool is to evaluate whether we in the public sector can
learn anything from these PCAs that will enable us to do our jobs beiter. Particularly over the
last 20 years, government agencies at all levels have adopted many practices and ways of doing
business that have been pioneered in the private sector. One need look no further than the vastly
expanded use by the government of the Internet in providing services to the public as an example
of a practice that was pioneered in the private sector, but adopted quickly and effectively by the
government. We should not remove PCAs as a tool for addressing the problem before we have
an opportunity to evaluate the potential of this initiative to help improve compliance and perhaps
even to show the government how to be more effective in its own efforts.

Reducing Opportunities for Evasion

The IRS is already aggressively pursuing enforcement initiatives designed to improve
compliance and reduce opportunities for evasion. As I pointed out earlier, these efforts have
produced a steady climb in enforcement revenues since 2001, as well as an increase in both the
number of examinations and the coverage rate in virtually every major category.

In the FY 2008 Budget request, the Administration proposes 16 legislative changes that will
expand information reporting, improve compliance by businesses, strengthen tax administration,
and expand penalties. Assistant Secretary Solomon will discuss these proposals in some detail in
his statemnent, so I will not repeat them here except to say they are a critical element to our
overall effort to improve voluntary compliance and reduce the tax gap.
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Enhancing Research

Recurring and timely compliance research is needed to ensure that the IRS can efficiently target
resources, effectively provide the best service possible, and respond to new sources of
noncompliance as they emerge. Compliant taxpayers benefit when the IRS uses the most up-to-
date research to improve workload selection formulas, as this reduces the burden of unnecessary
taxpayer confacts.

The FY 2008 Budget requests funds for two significant research initiatives. First, the budget
requests $41 million to improve compliance estimates, measures, and detection of
noncompliance. This will fund research studies of compliance data for new segments of
taxpayers, which is needed to update existing estimates of reporting compliance. Through this
initiative, the IRS will conduct an annual study of compliance among 1040 filers based on a
smaller sample size than the 2001 NRP study. This will provide fresh compliance estimates each
year, and by combining samples over several years, will provide a regular update to the larger
sample size needed to keep our targeting systems and compliance estimates up to date.

The second initiative funded by the request is to research the effect of service on taxpayer
compliance. The budget requests $5 million for this project, which will undertake new research
on the needs, preferences, and behaviors of taxpayers. The research will focus on four areas:

Meeting taxpayer needs by providing the right channel of communication;
Better understanding taxpayer burden;

Understanding taxpayer needs through the errors they make; and
Researching the impact of service on overall levels of voluntary compliance.

Continuing Improvements in Information Technology

Tax administration in the 21% century requires improved IRS information technology (IT).
Improved technology has led to improved efficiencies in terms of taxpayer service and
enforcement and will be a critical factor in out ability to increase the rate of voluntary
compliance. We are committed to continuing to make improvements in technology and the FY
2008 Budget reflects that commitment.

The FY 2008 Budget requests $81 million to improve the IRS’ information-technology
infrastructure. Sixty million dollars of this amount is requested to upgrade critical IT
infrastructure. This infrastructure initiative will provide funding to upgrade the backlog of IRS
equipment that has exceeded its life cycle. Failure to replace the IT infrastructure will lead to
increased maintenance costs and will increase the risk of disrupting business operations. Planned
expenditures in FY 2008 include procuring and replacing desktop computers; automated call
distributor hardware; mission critical servers; and Wide Area Network/Local Area Network
routers and switches.

The other $21 million will be used to enhance the Computer Security Incident Response Center
(CSIRC) and the network infrastructure security. This infrastructure initiative will provide $13.1
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million to fund enhancements to the CSIRC necessary to keep pace with the ever-changing
security threat environment through enhanced detection and analysis capability, improved
forensics, and the capacity to identify and respond to potential intrusions before they occur. The
remaining $7.9 million will fund enhancements to the IRS’ network-infrastructure security. It
will provide the capability to perform continuous monitoring of the security of operational
systems using security tools, tactics, techniques, and procedures to perform network-security
compliance monitoring of all IT assets on the network.

Finally, the FY 2008 Budget requests a total of $282.1 million to continue the development and
deployment of the IRS Business Systems Modernization (BSM) program in line with the
recommendations identified in the IRS Modernization, Vision, and Strategy. This funding will
allow the IRS to continue progress on modernization projects, such as the Customer Account
Data Engine (CADE), Account Management Services (AMS), Modernized e-File (MeF), and
Common Services Projects (CSP).

The development of the CADE and AMS systems is the heart of the I'T modernization of the
IRS. The combination of these two systems working together will enable the IRS to process tax
returns and deal with taxpayer issues in a near real-time manner. In fact, our objective is that the
IRS operate similarly to what one expects from one’s bank; account transactions occurring
during the business day will be posted and available by the next business day. In addition, AMS
will enable the IRS representatives who work with taxpayers to have access to all the
information regarding that taxpayer, including electronic access to tax return data, and electronic
copies of correspondence. Equipped with such comprehensive and up-to-date information, our
representatives will be in a much better position to help taxpayers resolve their issues.

MeF is the future of electronic filing. It provides a standard data format for all electronic tax
returns, which will reduce the cost and time to add and maintain additional tax form types. MeF
is a flexible real-time system that streamlines the processing of e-filed tax returns, resulting in a
quicker acknowledgement of the filing to the taxpayer or their representative. In FY 2007, the
IRS will start development and implementation of the 1040 on the MeF platform.

CSP will provide funding for new portals, which are technology platforms that meet many IRS
business needs through Web-based front-ends, and provide secure access to data, applications,
and services. The portals are mission-critical components of the enterprise infrastructure
required to support key business processes and compliance initiatives.

The benefits accruing from the delivery and implementation of BSM projects not only provide
value to taxpayers, the business community, and government, but also contribute to operational
improvements and efficiencies within the IRS and contributes to our efforts to reduce the tax

gap-
Observations on the Tax Gap

In the context of the President’s Budget request, I would like to make several additional
observations about the tax gap.



50

First, while the most recent NRP study did a good job of updating our numbers, we need more
research to identify better the sources of non-compliance on a timely and continuing basis.

Second, I think it is well understood that we will never be able to audit our way out of the tax
gap. And, while simplification of our tax laws will surely help the vast majority of Americans
who already voluntarily comply with those laws, we will actually have to complicate the tax laws
to go after the non-compliant taxpayers (e.g., by requiring more information reporting).

Third, we have already made considerable progress in improving compliance as indicated by the
steady growth in enforcement revenues in recent years,

Fourth, to reduce the tax gap dramatically would take some draconian steps, ones that would
fundamentally change the relationship between taxpayers and the IRS, require an unacceptably
high commitment of enforcement resources, and risk imposing unacceptable burdens on
compliant taxpayers. Nevertheless, there are reasonable steps — first and foremost the funding
request and legislative proposals in the FY 2008 Budget — which I have outlined in this statement
that can be taken to improve compliance.

Finally, while I urge Congress to appropriate every cent that is in the FY 2008 Budget request for
the IRS, I want to stress that our budget request is the right amount of enforcement dollars. We
have a limited capacity to hire and train new enforcement personnel. What is more important
than additional dollars is consistency in the budget process, which will allow us to build each
year on the previous year’s growth in enforcement resources.

Summary

While no tax system can ever achieve 100 percent compliance, the IRS is committed to finding
ways to increase compliance and reduce the tax gap, while minimizing the burden on the vast
majority of taxpayers who pay their taxes accurately and on time.

Based on our analysis covering the most recent 11 years of collection experience, we estimate
that every dollar we have spent on enforcement has generated an average direct return of
approximately $4 in increased revenue to the Federal Treasury. This is not to suggest that we
expect a 4-to-1 return on the marginal enforcement dollar. As mentioned above, we have a
limited capacity to hire and train new enforcement personnel and would expect marginal revenue
to decline on each enforcement dollar above our budget request..

This 4:1 historical return on investment does not consider the indirect effect of increased
enforcement activities in deterring taxpayers who are considering engaging in non-compliant
behavior. Econometric estimates of the indirect effects indicate a significant impact from
increased enforcement activities. Stated another way, taxpayers who see us enforcing the law
against their friends, neighbors or competitors are more likely to comply voluntarily and not risk
the chance that we might audit them. We have no means to measure this indirect impact, but
independent research suggests it is at least three times as large as the direct impact on revenue.
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We also believe that dollars spent on taxpayer service have a positive impact on voluntary
compliance. The complexity of complying with the nation’s current tax system is a significant
contributor to the tax gap, and even sophisticated taxpayers make honest mistakes on their tax
returns. Accordingly, helping taxpayers understand their obligations under the tax law isa
critical part of improving voluntary compliance. To this end, the IRS remains committed to a
balanced program assisting taxpayers in both understanding the tax law and remitting the proper
amount of tax.

Full funding of the FY 2008 Budget will enable the IRS to improve its research with respect to the
tax gap. Despite all of our progress, there is still much we do not know about the sources and causes
of the tax gap. Although the updated estimates provided by the NRP study are more accurate than
our previous estimates, and more accurate than the estimates made at various times by others using
more indirect methods, they have many limitations.

I appreciate the opportunity to testify this morming, and I will be happy to respond to any
questions that Members of the Committee may have.
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